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PREFACE 


The following instructions for the verification and preparation 
of balance-sheets and profit-and-loss statements are a revision of 
suggestions which appeared in the April, 1917, issue of the Federal 
Reserve Bulletin and were reprinted for general distribution in 
1918 under the title Approved Methods for the Preparation of 
Balance-sheet Statements. 

The first edition was issued with the intention of standardizing 
the forms of statements submitted to bankers for credit purposes, 
and it provided a programme for verification of items and uniform 
compilation of statements. 

It was recognized that bankers have a vital interest in the sub- 
ject, because the extension of credit is based largely upon state- 
ments presented by borrowers. 

The subject is of interest to borrowers because their credit 
sometimes suffers on account of losses incurred by bankers 
through credits based on inaccurate statements. 

Accountants have a professional as well as a practical interest 
in a standard of procedure. Statements which are misleading or 
actually false tend to discredit accountancy as a profession. 

As a first step towards standardization the Federal Trade Com- 
mission in 1917 requested the American Institute of Accountants 
to prepare a memorandum on procedure. A memorandum was 
prepared and approved by the council of the Institute. After 
approval by the Federal Trade Commission the memorandum 
was placed before the Federal Reserve Board for consideration. 
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The Federal Reserve Board, after conferences with representa- 
tives of the Federal Trade Commission and of the American 
Institute of Accountants, accepted the memorandum, gave it tenta- 
tive endorsement, and submitted it to bankers and banking asso- 
ciations throughout the country for their consideration and 
criticism. The memorandum was subsequently published in 
pamphlet form and was reprinted several times. 

The recommendations in the memorandum have been on trial 
more than ten years and various criticisms and suggestions for 
minor changes have been made. Some professional accountants 
regard the original programme of procedure as more compre- 
hensive than their conception of a so-called ‘‘ balance-sheet audit”’ 
but not more than is required in the preparation of statements to 
be submitted by persons or companies seeking credit or loans of 
cash. Some accountants have felt that all the instructions were 
not as clear as they might be. Others have said that the proce- 
dure would not bring out all the desired information. The sug- 
gested form of certificate did not, perhaps, make it plain that the 
examination was not a complete audit of the accounts and it was 
to thai extent misleading. 

After consideration of the desirability of a revision of the Bul- 
letin, the American Institute of Accountants appointed a special 
committee to deal with this and certain other matters. The 
result of the labors of that committee is submitted in this revised 
edition, which represents what the Institute believes to be the 
best modern practice of the profession. 


GENERAL INSTRUCTIONS 


1. The scope of the work indicated in these instructions in- 
cludes a verification of the assets and liabilities of a business enter- 
prise at a given date, a verification of the profit-and-loss account 
for the period under review, and, incidentally, an examination of 
the accounting system for the purpose of ascertaining the effective- 
ness of the internal check. The procedure described is designed 
for the auditor’s use primarily in the case of industrial and mercan- 
tile concerns, but it is also applicable in the case of most other 
business enterprises. The extent of the verification will be 
determined by the conditions in each concern. In some cases the 
auditor may find it necessary to verify a substantial portion or all 
of the transactions recorded upon the books. In others, where 


323 

















The Journal of Accountancy 








the system of internal check is good, tests only may suffice. The 
responsibility for the extent of the work required must be assumed 
by the auditor. This procedure will not necessarily disclose 
defalcations nor every under-statement of assets concealed in the 
records of operating transactions or by manipulation of the 
accounts. 

2. Trial balances after closing, both at the beginning and the 
end of the period under review, should be prepared in comparative 
form from the general ledger. All items in the trial balances 
should be traced into the balance-sheets before the assets and 
liabilities are verified, to prove, among other things, that no 
‘“contra’’ asset or liability has been omitted from the accounts, 
that the assets and liabilities have been grouped in the same 
manner at the beginning and at the end of the period, and that the 
balance-sheets are in accordance with the books. The disposi- 
tion of any assets and liabilities that may have been scrapped, 
sold, written off or liquidated during the period under review 
should be traced and noted in the working papers. Furthermore, 
there should be a scrutiny of the general ledger to see that any 
accounts opened after the beginning and closed before the end of 
the period have no bearing on the company’s financial position at 
the close of the fiscal period. 

3. The auditor should make a comparison of the balance-sheets 
at the beginning and the end of the period under review, so that 
he may obtain a comprehensive view of changes which have oc- 
curred and prepare a statement of the disposition of resources. 

4. In these instructions to the auditor the verification of assets 
and liabilities will be considered generally in the order in which 
the items appear in the balance-sheet printed at the conclusion of 
this programme. This is a form suitable for credit purposes. 
A more condensed form of balance-sheet is usually prepared for 
general distribution, but in no case should any essential feature be 
omitted. 


SPECIFIC INSTRUCTIONS AND SUGGESTIONS 


CaAsH 


5. The cash on hand preferably should be counted after bank- 
ing hours on the last day of the fiscal period to be covered by the 
audit, and the amount, together with the cash stated to be in the 
bank should be reconciled with the total shown in the cashbook. 
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Cash, notes receivable and investments must be examined on the 
same day, so as to render it impossible for a treasurer to make up 
a shortage in one asset by temporarily withdrawing negotiable 
funds from another. 

6. When counting the cash on hand the auditor must see that 
all cheques (other than those cashed) produced to him as part of 
the cash balance have been duly entered in the cashbook prior to 
the close of the period. He should note the dates and descrip- 
tions of such cheques and of all advances made from cash but not 
recorded in the books. Advances to employees should be closely 
investigated. If any such advances are secured by personal 
cheques the auditor should see that the cheques are certified by 
the banks on which they are drawn. 

7. The auditor should see that all cash funds have been cleared 
of incidental expenses at the date of the balance-sheet. 

8. The auditor must obtain personally or have mailed directly 
to himself certificates, as of the evening of the closing date, from 
all banks in which cash is deposited. The balances shown by the 
certificates must be reconciled with those shown on the cashbook, 
the cheque-book stubs or bank registers after taking into con- 
sideration the outstanding cheques. 

9. There is only one safe and satisfactory method of proving the 
accuracy of the list of outstanding cheques: that is to compare the 
credit side of the cashbook from the last day of the fiscal period 
backward, item by item, with the cheques returned from the bank 
for whatever period may be necessary to account for all current 
outstanding items. If there are uncashed cheques long outstand- 
ing they should be made the subject of special inquiry. When 
the work is completed, a list of outstanding cheques should be 
prepared, showing the dates of such cheques, and this should be 
compared with the cheques returned from the bank at a later 
date. If any cheques are not returned the reason should be as- 
certained. It is important to see that no cheques for cash pur- 
poses are drawn at the close of the period and entered in the next 
period. 

10. Where currency and bank transactions are kept together 
in the cashbook and the auditor does not count the cash until 
after the close of the period under review, he must verify the 
bank balances as of the date of the count of cash in addition to 
verifying them at the close of the period. This is essential be- 
cause, although the cash on hand, which forms only part of the 
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balance, may be correct at the date of the count, it does not follow 
that the total cash balance is correct. 

11. When receipts, shown in the cashbook to have been de- 
posited in the bank on the last day of the period, are included in 
the reconciliation statement because they were not deposited 
until the next day, the auditor must satisfy himself that such 
deposits have actually been made. 

12. Deposits shown on the bank statements or pass books for 
the last two or three days of the period should be checked in 
detail to prove that they were composed of bona-fide cheques and 
that no cheque drawn by the company was deposited in a bank 
without being credited prior to the close of the period to the bank 
on which it was drawn. 

13. The auditor should call for a number of deposit slips and 
compare them with the receipts shown by the cashbbook for the 
days in which the corresponding deposits are made to satisfy 
himself that deposits are promptly made each day and that the 
cheques deposited are the same as those received. To make such 
verification absolute the deposit slips should be obtained from the 
banks. 

14. When it is the practice of a company to deposit all its cash 
receipts in bank, the total receipts should be reconciled with the 
total deposits shown by the bank statements, and the total dis- 
bursements should be reconciled with the total cheques drawn. 
When it is the practice of a company not to deposit all its cash 
receipts in bank, all cashbook footings should be verified. 

15. All cheques outstanding at the beginning of the period must 
be traced into the cashbook. 


Notes RECEIVABLE 


16. A list of notes receivable outstanding at the end of the 
period should be prepared. This should contain dates, makers’ 
names, due dates, amounts and interest. If notes have been 
discounted verification should be obtained from the discounting 
banks. 

17. Outstanding notes must be compared with the notes- 
receivable book and with the list prepared by or presented to the 
auditor. Due dates and dates of making the notes should be 
carefully checked. When notes have been renewed, special con- 
sideration should be given to their probable value. When notes 
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have been paid since the close of the period the cash should be 
traced into the books of the company, and, when they are in the 
hands of attorneys or bankers for collection, certificates should 
be obtained from the holders. 

18. Notes (including instalment-sales notes) maturing later 
than one year from the date of the balance-sheet should appear 
separately on the balance-sheet. This item on the balance-sheets 
of businesses whose sales are based largely on instalments should 
have more detailed classification. 

19. When notes receivable are discounted the company usually 
has a contingent liability which should appear on the balance- 
sheet as a footnote under the heading ‘‘Contingent liabilities.” 
Lists of discounted notes not matured at the date of the examina- 
tion should be obtained from the holders in order to verify the 
company’s records. 

20. The value of any collateral security for notes should be 
ascertained, as it frequently happens that notes are worth no more 
than the collateral. 

21. Notes of officers and employees must always be stated 
separately. Notes arising from any transaction outside the 
ordinary business of the concern must also appear separately. 

22. Notes of affiliated concerns must not be included as cus- 
tomers’ notes, even though they may be received as a result of 
trading transactions. Affiliated companies’ notes should be 
shown as a separate item of “current assets’’ or as “‘other assets,”’ 
as the circumstances may require. They may be included prop- 
erly in current assets if the debtor company has ample margin of 
current assets over its liabilities including such notes. 

23. The best verification of notes receivable is an acknowledg- 
ment by the party named in each note as the payor that the note 
is a bona-fide obligation. It is advisable to obtain a written con- 
firmation for each note. When this method is followed the 
auditor should personally mail the letters of inquiry enclosing for 
reply stamped envelopes addressed direct to himself. 


ACCOUNTS RECEIVABLE 


24. Lists of open balances at the end of the period, with the 
balances classified according to the age of the accounts, should be 
obtained. These lists must be footed and compared in detail 
with customers’ accounts in the ledgers. Accounts paid since 
the close of the period should be noted on the lists before discuss- 
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ing past-due accounts with the credit department. Payment is 
clear proof that an account was good at the date of the audit. 

25. The composition of outstanding balances should always be 
examined, as it frequently happens that, while a customer may 
be making regular payments on his current account, old items 
which have been in dispute for a long time are being carried for- 
ward. Disputed items and accounts which are past due should 
be discussed with the credit department or some responsible 
officer, and correspondence with the customers concerned should 
be examined, so that the auditor may form an opinion of the 
worth of the accounts and satisfy himself that the reserve set up 
by the company for bad and doubtful accounts is sufficient. 

26. Accounts (including instalment-sales accounts) maturing 
later than one year from the date of the balance-sheet should be 
separately shown on the balance-sheet. 

27. The totals of lists of outstanding accounts should agree 
with the controlling account in the general ledger if separate 
ledgers are kept. When credit balances appear on customers’ 
accounts they should be shown on the balance-sheet as liabilities 
and should not be deducted from the total of debit balances. 
Debit balances on the accounts-payable ledgers should be treated 
correspondingly. 

28. Trade discounts (and also so-called ‘‘cash discounts,” if 
greater than 2 per cent.) and freight allowed by the company 
should be investigated. If these items have been included in the 
accounts receivable an appropriate reserve should be set up in the 
balance-sheet. The auditor should review customers’ claims for 
reduction in prices and for rebates and allowances on account of 
defective materials, so that he may satisfy himself that a sufficient 
reserve for such contingencies has been established. 

29. If any of the accounts receivable have been hypothecated 
or assigned the amount of such accounts must be shown in the 
balance-sheet. 

30. The auditor should satisfy himself that when bad debts 
have been written off the action has been approved by responsible 
authority. 

31. Accounts receivable from directors, officers and employees 
must not be included with trade accounts in the balance-sheet. 
Such accounts must appear as distinct items. Deposits as secu- 
rity, guaranties and any other extraordinary items must also be 


stated separately. 
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32. Accounts receivable from affiliated concerns must not be 
included as customers’ accounts, even though they may be the 
result of trading transactions. Affiliated companies’ accounts 
should be shown as a separate item of “‘current assets”’ or as 
‘“‘investments”’ or as “other assets,’’ as the circumstances require. 
They may be included properly as “current assets”’ if the debtor 
company has ample margin of current assets over its liabilities in- 
cluding such accounts. 

33. It is best to verify open balances by confirmation from 
customers. When this method is adopted the auditor should 
personally see the requests for confirmation mailed after compar- 
ing them with the lists of outstanding accounts. The envelopes 
for replies sent with the requests should be addressed direct to the 
auditor. 

34. In large concerns the system of accounting is generally so 
arranged that it would be almost impossible for accounts to be 
paid and not be correctly credited on the accounts-receivable 
ledgers; but in small concerns, with imperfect systems, such oc- 
currences are quite possible. 


SECURITIES 


35. Under the caption ‘“‘Securities’’ must be listed securities in 
which surplus funds of the company or firm have been temporarily 
invested and those which are considered available as “current 
assets,”’ i. e., items which can be turned into money in time of 
need. Where stocks or bonds represent control of or a material 
interest in other enterprises, the ownership of which constitutes 
value to the holder aside from the dividend or interest return, they 
should be considered as permanent investments and be stated 
apart from current assets in the balance-sheet. 

36. Securities not readily marketable should be shown sep- 
arately in the balance-sheet and not included in the current assets. 

37. A list of securities should be prepared, showing: 

Dates of purchase. 

Descriptions of securities. 

Denomination of shares or bonds. 

Number of shares or bonds owned. 

Total capital stock of affiliated companies. 
Amounts paid for securities. 

Interest and dividends received. 

Market values of securities. 
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Surplus or deficit shown by the balance-sheets of the com- 
panies if no market quotations are available. 

If securities are hypothecated, with whom and for what 
purpose. 


38. This list must be compared with the ledger accounts con- 
cerned, and the total of amounts paid according to the list must 
agree with the balance of the investment account or accounts. 

39. The securities must be examined by the auditor in person 
or he must obtain confirmation of their existence from the holders. 
The securities in possession of the company must be scrutinized 
and counted as soon as possible after the examination begins, and 
all of them must be submitted at once to the auditor. It is much 
more satisfactory to see the actual securities than to verify cash 
receipts and other evidences of possession after the examination 
has proceeded. 

40. Ownership of certificates which have been sent out for 
transfer must be verified by communication with the transfer 
agents. 

41. Where the total market value of marketable securities is 
less than the total book value, save where the difference is small, 
a reserve for loss in value must be set up on the balance-sheet. 

42. The auditor must see that bonds and stock certificates are 
made out in favor of the company, or that they are indorsed or 
accompanied by powers of attorney when they are in the names of 
individual persons. 

43. Coupons on bonds must be examined to see that all those 
subsequent to the latest interest date are intact. 

44. The schedule of securities must show that the total interest 
and dividends receivable by the company have been duly re- 
ceived and recorded. Income from securities shown in the 
profit-and-loss account must be in accord with this schedule. 

45. When market quotations for investments can not be ob- 
tained the balance-sheets of companies in which investments have 
been made should be examined so that the auditor may form an 
opinion of their value. 

46. In verification of the purchase price of securities listed on 
stock exchanges brokers’ advices must always be examined. 

47. Deeds and mortgages must be examined and it must be 
shown that all assessed taxes on property have been paid, that 
mortgages have been properly recorded and that insurance poli- 
cies are correctly made out to the owner. 
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48. When corporations have temporarily invested funds in the 
purchase of their own stocks and bonds these securities techni- 
cally should be deducted from the corporation’s outstanding 
securities. Custom, however, has sanctioned the inclusion of 
such temporary holdings as investments, but where they are so 
held the fact should be clearly indicated on the balance-sheet. 
Investments of this kind are not usually regarded as current 
assets. 

49. If any securities owned by the company have been hy- 
pothecated that fact and the book value of such securities must be 
stated on the balance-sheet. 


INVENTORIES 


50. Only stocks of goods owned and under control of the owner 
should be included under the heading “‘Inventories.’”’ Stocks of 
merchandise are often hypothecated, and if this has been done 
that fact and the book value must be stated on the balance-sheet. 

51. Inasmuch as the accuracy of the profit-and-loss account is 
absolutely dependent upon the accuracy of the inventories of 
merchandise at the beginning and at the end of the period under 
review, this part of the verification should receive special atten- 
tion. The auditor should satisfy himself that the inventories at 
the beginning and at the end of the period were taken on the same 
basis. 

52. The auditor’s responsibility with regard to inventories falls 
naturally into three main divisions— 

(a) Clerical accuracy of computations, footings and re- 
capitulations. 

(b) Basis of pricing. 

(c) Quantities, quality and condition. 

53. The auditor’s responsibility under the first two headings is 
clear. He must undertake sufficient investigation of the in- 
ventories to satisfy himself that the clerical work has been ac- 
curately done and that the goods are valued in accordance with 
the usual commercial practice, that is, at cost or market price, 
whichever is lower. 

54. With regard to the quantities, quality and condition of 
stock, the auditor’s duties and responsibilities vary with the 
circumstances of each case. The auditor is not a valuer and can 
not have intimate knowledge of many classes of business. He 
must generally rely for information as to quantities, quality and 
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condition upon the responsible officers and employees of his 
client which he should supplement by such tests and confirma- 
tions as his skill and experience may indicate for the type of enter- 
prise which he is examining. In the case of a business in which 
the verification of quantities, quality and condition does not call 
for technical knowledge and presents no substantial difficulties, 
his responsibility is greater than it is in others where expert knowl- 
edge is essential to the correct determination of quantities, quality 
and condition of the stock or where the volume is very large. The 
auditor must, however, use diligence in every case to convince 
himself that quantities, quality and condition are correctly 
recorded. 

55. The following programme for examination of inventories is 
acceptable: 

(a) The original stock sheets, if they are in existence, should be 
obtained and the final inventory sheets should be carefully tested 
by comparison with the originals and with tickets, cards or other 
memoranda which show the original count. 

(b) The inventory sheets should be certified or initialed by the 
persons who inventoried the stock, made the calculations and 
footings and fixed the prices, and the auditor should satisfy him- 
self that these persons are competent and responsible. If the 
accountant can come into contact with the situation before the 
stock-taking, it is very desirable that he should take part in 
determining the methods to be followed or at least that he should 
understand them and have the opportunity to make any criticisms 
of them beforehand. A clear and detailed statement in writing 
as to the method followed in taking stock and pricing it and also a 
certificate from a responsible head as to the accuracy of the in- 
ventory as a whole should be obtained. 

(c) A thorough test of the accuracy of the footings and ex- 
tensions, especially of all large items, should be made. 

(d) The inventories should be compared with the stores ledgers, 
work-in-progress ledgers and finished-product records and stock 
records (if these are maintained) for verification of quantities, 
prices and values. Any material discrepancy must be satis- 
factorily explained. 

(e) If stock records are kept and no physical inventory is taken 
at the time of the examination, the auditor should ascertain when 
the last physical inventory was taken and should compare it with 
the book records. If no comparison with recent records is possi- 
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ble, a number of book items of importance should be compared 
with the actual stock on hand. 

(f) When the cost system of a company does not form a part of 
the financial accounting plan there is always a chance that orders 
may have been completed and billed but have not been taken out 
of the work-in-progress records. This is the case especially where 
such reliance is placed on work-in-progress records that a physical 
inventory is not taken at the end of the period to verify their 
accuracy. In such cases, sales for the month preceding the close 
of the fiscal period should be carefully compared with the orders 
in progress, shown by the inventory, to see that nothing which 
has been shipped is erroneously included in the inventory. Cost 
systems which are not codrdinated with the financial accounts are 
untrustworthy and frequently misleading. Whenever and where- 
ever a cost system is not adequately checked by the results of the 
financial accounting the auditor should direct attention to the 
fact. 

(g) The auditor should ascertain that purchase invoices for all 
stock included in the inventory have been entered on the books. 
He should look for post-dated invoices and should give special 
attention to goods in transit. 

(h) The inventory must not include anything which is not 
owned but is on consignment from others. If goods consigned to 
others are included they must be carried at cost prices, less a 
proper allowance for loss, damage or expenses of possible sub- 
sequent return. This rule does not apply to goods at branches, as 
the valuing of such stocks will be governed by the principles which 
apply at the head office. 

(i) The inventories must not include anything which has been 
sold and billed and is simply awaiting shipment. 

(j) If duties, freight, insurance and other direct charges have 
been added, the items should be tested to ascertain that no error 
has been made. Duties and transit charges are legitimate addi- 
tions to the cost price of goods, but no other factors should be 
added except in extraordinary circumstances. 

(k) As a check against carrying obsolete or damaged stock at 
an excessive valuation, the detailed records for stores, supplies, 
work in progress, finished products and purchased stock-in-trade 
should be examined and a list of inactive stocks should be pre- 
pared. This should be discussed with the company’s officers and 
satisfactory explanations should be obtained. 
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(1) The auditor should satisfy himself that inventories are 
stated at cost or market prices, whichever are the lower at the 
date of the balance-sheet. He must not approve an inventory 
in which goods have been marked up to market prices and a 
profit has been assumed that is not and may never be realized. 
If the market value is higher than cost, it is permissible to state 
that fact in a footnote on the balance-sheet. 

(m) It may be found that inventories are valued at the av- 
erage prices of raw materials and supplies on hand at the end of 
the period. In such cases the averages should be compared with 
the most recent invoices to make sure that they are not in excess 
of the latest prices. ‘The averages should be compared also with 
the market quotations in trade papers to see that they are not in 
excess of market values. 

(n) The auditor should make an independent inspection of the 
inventory sheets to determine whether the quantities are reason- 
able or not and if they are in accord, in particular instances, with 
the average consumption and average purchases over a fixed 
period. Abnormally large quantities of stock on hand may be 
the legitimate result of shrewd foresight in buying in a low 
market, but on the other hand, they may arise from over-buy- 
ing, overproduction or serious errors in stock taking. 

(o) The totals should always be checked by the “‘gross profit 
test’’ and the percentage of gross profit should be compared with 
that of previous years. In a business whose average gross profit 
has been fairly constant this test is satisfactory because if the 
rate of gross profit apparently is not maintained and the dis- 
crepancy can not be explained by a rise or fall in the cost of pro- 
duction or of the selling price, the difference is usually due to 
errors in stock taking. 

(p) A general examination and test of the cost system in force 
is the best means of verifying the prices at which the work in 
progress is included in the inventory. If there is a good cost 
system little difficulty will be found in the distribution of raw 
materials, stores and payroll, but the distribution of factory 
overhead cost is one that should receive careful consideration. 
Two principal requirements must be kept in mind: 

That no selling expenses, interest charges or administrative ex- 
penses are included in the factory overhead cost. 

That the factory overhead cost is distributed over the various 
departments, shops and commodities on an equitable basis. 
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(q) No profit should be included in the price of finished prod- 
ucts or stock-in-trade. The price list should be examined to see 
that the cost prices of stock are below the net selling prices. If 
they are not lower, an adequate reserve should be set up on the 
balance-sheet. However, if the company immediately increases 
the selling price the amount of this reserve may be limited to the 
loss on goods which have been sold prior to the date of discovery 
of the loss. 

(r) In the case of companies manufacturing in fulfilment of 
large contracts it is frequently found necessary to make part 
shipments before completion of the entire order. The question 
then arises whether it is permissible to include the profits on these 
shipments in the profit-and-loss account. Asa matter of fact, it 
is evident that actual cost can not be known until an order is com- 
pleted. It may be estimated that a profit will ultimately be 
made; but unforeseen conditions, such as strikes, delays in re- 
ceiving material, etc., may arise to increase the anticipated cost. 
It is better not to include profits on part shipments, but informa- 
tion on this subject which may properly influence the banker in 
granting credit may be laid before him. Of course, an exception 
should be made if the profit on the part shipments largely exceeds 
the selling price of the balance of the order. 

(s) The selling prices for contract work in progress should be 
ascertained from the contracts, and if it is apparent that there will 
be a loss on the completed contract a due proportion of the es- 
timated loss should be charged to the period under audit by setting 
up a reserve for losses on contracts in progress. 

(t) If a company has discontinued the manufacture of any of 
its products during the year, the inventory of such products 
should be carefully scrutinized and, if unsalable, the net amount 
of loss should be written off. 

(u) The auditor should see that no machinery or other material 
which has been charged to plant or property account is included in 
the inventory. 

(v) Deliveries received on account of purchase contracts for 
material, etc., should be verified by certificates from the con- 
tractors as to both quantities and prices. 

(w) Advance payments on account of purchase contracts for 
future deliveries should never appear in an inventory. They 
should be shown on the balance-sheet under a separate head- 
ing. 
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(x) Trade discounts should be deducted from inventory prices. 
[t is not the general custom to deduct cash discounts, but they 
may be deducted if that is the practice of the trade. 

(y) The auditor should ascertain the aggregate sales for the 
last preceding year. If the turnover has been below the normal 
rate the fact may be due to a poor stock of goods as the result of 
an unwillingness to dispose of old or unseasonable stock at a 
sacrifice. The inventory and the sales should, therefore, be con- 
sidered in their relation to each other. 

(z) It may be well to reiterate that interest, selling expenses 
and administrative expenses form no part of the cost of pro- 
duction; therefore, they must not be included in the inven- 
tory. 


FIXED PROPERTY 


56. The auditor’s working papers for the accounts grouped 
under the heading ‘“‘ Fixed property ’”’ such as real estate, buildings, 
plant, machinery, etc., must show balances at the beginning of 
the period, additions to or deductions from the accounts during 
the period and balances at the end of the period. 

57. The total of the balances at the beginning of the period 
must agree with the cost of property stated in the balance-sheet 
at that date, and the balances at the end of the period must agree 
with the amount shown in the balance-sheet at the end of the 
period under review. The charges constituting additions to the 
value of fixed property must be verified and the following sug- 
gestions will assist the auditor to make the desired verifica- 
tion: 

(a) Authorizations for expenditure made during the year should 
be examined, and if costs of additions to fixed property have ex- 
ceeded the sums authorized the reason must be clearly stated. 
Authorization should indicate the accounts to which expenditures 
are to be charged, the amounts, the approvals of the comptroller 
and manager, and the nature of the jobs. When authorizations 
do not specify that the work done is a repair, a replacement or an 
actual addition to property, the property itself should be in- 
spected, if that is practicable, to determine the account which 
should be charged. 

(b) The auditor, before approving additions, should satisfy 
himself that they were made with the object of increasing the 
earning capacity of the plant and that they are not repairs or re- 
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placements of fixed property. Changes in the product and 
capacity of the plant should receive careful consideration. 

(c) To verify payroll, store and supply charges to jobs, payroll 
distribution reports and storehouse reports should be examined in 
detail in sufficient number to satisfy the auditor. If large pur- 
chases have been made from outside parties for capital construc- 
tion work, the vouchers for the receipt of materials, prices, etc., 
should be examined and the usual precautions should be taken to 
see that they are properly approved. 

(d) Purchases of real estate should be verified by examination 
of title deeds and the vouchers for payments. The auditor 
should see that deeds have been properly recorded. 

(e) While it may be considered permissible to make a charge to 
‘Additions to property’’ for factory overhead cost, e. g., time of 
superintendent and his clerical force employed on construction 
work, etc., such a charge can not be regarded as conservative 
business practice, inasmuch as it is probable that the overhead 
charges of a plant will not be decreased to any great extent when 
additions are not under way; consequently, the absorption of 
part of these charges in property accounts when additions are in 
progress reduces operating costs below those of periods in which 
no construction work is being done. 

(f) Construction work in progress and construction material 
on hand at the end of the fiscal period should be shown in the 
balance-sheet under the heading ‘‘ Fixed assets’’ and not as part of 
the inventories. It is important to bear this in mind, because 
construction work is not an asset which can be quickly converted 
into money; whereas everything in the inventory is supposed to 
be realizable in cash within a reasonable time. 

(g) The auditor should ascertain whether or not any instal- 
ments are due on account of construction work in progress which 
is being carried on by outside parties: if so, the liabilities for these 
instalments should be included in the balance-sheet, as they 
may have a direct bearing on the amount of available cash on 
hand. 

(h) When a company occupies leasehold properties the leases 
should be examined and notes should be made of their terms so 
that improvements, etc., on such properties may be written off 
during the life of the leases. 

(i) The auditor should satisfy himself that the reserves for 
depreciation of buildings, machinery, equipment, etc., are suffi- 
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cient to meet the deterioration in value of fixed properties. If 
in his opinion the reserves shown on the balance-sheet are in- 
sufficient he should refer to the fact in his certificate. 

(j) The auditor must see that property destroyed by fire or 
otherwise prematurely put out of service is correctly recorded in 
the books. Any portion of the original charge for such property, 
which is not recoverable through insurance, salvage or otherwise 
and has not been provided for by depreciation allowance, should 
be written off. 

58. It is to be observed that the foregoing notes are to be 
applied only to property costs incurred during the period under 
review. In addition, it is well to obtain information with regard to 
the composition of real estate, building and machinery accounts, 
showing the principal property represented and how the ac- 
counts have been built up for years past, if not from the inception 
of the business. Such information will indicate the policy of the 
concern, the extent to which it invests undivided surplus in its 
own plant, etc. The banker who is asked for ordinary discounts 
or short-term loans is not interested in this kind of information 
except in a general way. He looks more to the current assets 
for his security. 

59. If the property valuation is stated on the basis of an ap- 
praisal at a given date that fact should be mentioned in the 
balance-sheet. 


DEFERRED CHARGES TO OPERATIONS 


60. Unexpired insurance, bond discounts applicable to a future 
period, prepaid royalties, experimental charges, etc., are grouped 
in the balance-sheet under the heading, ‘‘Deferred charges.” 
After the clerical accuracy of the deferred charges has been veri- 
fied the auditor should satisfy himself that they are properly car- 
ried forward to account of future operations. 

61. Wherever possible, documentary proof in support of the 
items carried forward must be produced. For example, in case 
of unexpired insurance the policies must be examined to verify 
dates of expiration, amounts covered and proportion of premiums 
carried forward. In the case of royalties the agreements must be 
examined. Experimental charges must be supported by vouchers 
and details of the work done must be investigated. 

62. Any adjustments of premium for compensation insurance 
must be based upon the actual, not the estimated, payroll. 
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63. Examination of the deferred charges will generally give the 
auditor valuable information with regard to the accounts of the 
company, for example: 


(a) The experimental charges carried forward will supply in- 
formation as to the future production and policy of the company. 

(b) Royalty vouchers will offer a check on the production of 
mines on leased property. 

(c) Examination of the insurance policies may show whether 
properties are mortgaged or covered by any other lien. This will 
afford an additional verification of the liability for mortgages on 
real estate, buildings, etc., shown in the balance-sheet. The 
identity of assets specifically covered by insurance will be ascer- 
tained. If any omissions are discovered they should be men- 
tioned. 


Notes PAYABLE 


64. Notes payable and drafts accepted appear under the head- 
ing ‘‘Notes payable.’’ A schedule should be prepared with the 
following information under column captions: 


Dates of making the notes or drafts. 

Due dates. 

Names of creditors. 

Collateral hypothecated. 

Additional indorsers. 

Interest accrued to date of audit. 

Notations of renewals (information of this sort furnishes a 
guide to the state of the concern’s credit). 


65. The schedule must be compared with the notes-payable 
book and the total must agree with the balance of the notes- 
payable account in the ledger. 

66. Statements showing all notes and drafts discounted or sold 
for the benefit of the concern must be obtained from all bankers 
and brokers with whom the concern transacts business. These 
statements must be checked against the loans recorded on the 
concern’s books and approved in the minutes of the company. 

67. Inasmuch as a note is a negotiable instrument, the auditor 
should see that all notes recorded as paid during the period under 
review have been properly discharged. The canceled notes are 
the best evidence of this fact. 

68. Confirmation of the existence of securities deposited as 
collateral for loans should be obtained from the holders. Hy- 
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pothecation of any of the concern’s assets should be recorded on 
the balance-sheet. 

69. The auditor may properly suggest to the client the ad- 
visability of drawing notes payable on blanks bound in a book, 
like a cheque book, with a stub for each blank, blank and stub to 
bear identical numbers. ‘The officer or officers signing the notes 
can then initial the stub as a certificate to the amounts, payees 
and terms of the notes issued. If this be done, the auditing of 
notes payable will be greatly facilitated. 


AccouUNTS PAYABLE 

70. A list of balances payable on open accounts must be pre- 
pared and carefully checked with the ledger accounts. The 
auditor should see that no open account on the ledger has been 
omitted from the list. He should ascertain that the balances 
represent specific and recent items only. When an account ap- 
pears to be irregular in any way confirmation should be obtained 
from the creditor. If there are many accounts in dispute, and if 
they are large enough to affect substantially the total of current 
liabilities, the causes of disputes should be investigated and the 
reasons may be stated for consideration by the banker. 

71. Where modern voucher systems are in operation accounts 
payable are readily verified. The auditor must see that the 
liability for all goods received on the last day of the fiscal period, 
as shown by the receiving records, and for all goods which were 
in transit and belonged to the concern on that date are included 
as accounts payable, and that the corresponding assets are in- 
cluded in the inventories. This precaution is necessary because 
an increase in the accounts payable may have an important 
bearing on the financial position of the concern if the amount of 
cash on hand is small. 

72. Monthly expenses outstanding can usually be estimated by 
comparing the expenses of the last month of the fiscal period with 
those of previous months, and by comparing the expenses of the 
year with those of the previous year. But the voucher record for 
the months subsequent to the close of the fiscal year should be 
examined as it may contain items applicable to the fiscal period 
under review. 

73. Where a modern voucher system is not in operation the 
auditor must exercise particular care to satisfy himself that all 
liabilities are included in the accounts, for example: 
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(a) Payments shown by the cashbook to have been made sub- 
sequent to the date of the balance-sheet should be analyzed to 
ascertain whether any of them are applicable or not to the period 
under review. 

(b) Bills on file not vouchered nor entered on the books should 
be examined to see whether or not any of them belong to the 
period under review. 

(c) A study of the minutes of the company may assist the 
auditor in discovering liabilities. 

74. When a company has large purchase commitments for 
future deliveries the contracts should be examined. If the con- 
tract prices are higher than market prices and the purchase con- 
tracts are not protected or are only partly protected by firm sales 
orders, it may be necessary to set up a reserve for possible loss. 
Any debit balance on account of advance payments on such con- 
tracts or due to any other cause should be shown on the balance- 
sheet under a separate heading. 

75. If the business under examination is one in which it is 
possible that goods have been received on consignment and that 
part or all of these goods have been sold without record of a 
liability in the books, the auditor must be diligent to detect all 
such transactions. In many concerns consignment accounts are 
treated as memoranda only. 

76. If inquiry reveals that goods have been received on con- 
signment, all records relating to them should be demanded. If 
all the goods have been sold, the consignor’s account should show 
the full amount paid or due, and if the debt is current the obliga- 
tion will appear among accounts payable to trade creditors. If 
only a part of the goods has been sold, the net proceeds due to the 
consignors should be shown on the balance-sheet under the cap- 
tion ‘‘Accounts payable, consignors.” 

77. As an additional precaution against the omission of lia- 
bilities a certificate should be obtained from the proper officer or 
member of the concern stating that all outstanding liabilities for 
purchases and expenses have been included in the accounts of the 
period under review or of former periods. In many cases it is 
advisable also to obtain a certificate from the president stating 
that all liabilities for legal claims, infringements of patents, claims 
for damages, bank loans, etc., have been included in the accounts 
as he may be the only executive officer of the company who 
knows the extent of such obligations. 
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CONTINGENT LIABILITIES 


78. It is not enough that a balance-sheet show what must be 
paid—it should set forth with as much particularity as possible 
what may have to be paid. It is the duty of an auditor to dis- 
cover and report upon liabilities of every description, not only 
definitely ascertained debts but possible debts. Contingent lia- 
bilities, other than those due to the specific hypothecation of cur- 
rent assets, should appear as footnotes on the liability side of the 
balance-sheet. Contingent liabilities will usually be found in the 
following forms: 

79. Indorsements. The auditor should ascertain from officers 
or partners of the concern whether or not any indorsement of un- 
related commercial paper has been made, and, if so, what security 
to protect the concern has been received. The inquiry should be 
especially strict if it is known that any of the officers or partners 
are interested in other enterprises. 

80. Guaranties. The auditor should investigate possible lia- 
bility for guaranties as thoroughly as he should examine indorse- 
ments. 

81. Unfulfilled contracts. Agreements to accept delivery of 
goods for which contract was made before the end of the period 

1ay soon call for the payment of large sums of money. In the 
case of raw materials for a manufacturer, this may be a legitimate 
reason for seeking a temporary loan pending manufacture and 
sale; but in the case of a merchant whose balance-sheet shows a 
large stock of goods on hand it may indicate a real liability im- 
pending, with assets of a doubtful character to offset it. In every 
examination, therefore, the auditor should ask for copies of all 
orders for future delivery, and if those orders call for stock in 
excess of the current and reasonable prospective demand, the 
facts should be mentioned on the balance-sheet and included in 
any report, the details to be governed by the circumstances of 
each particular case. 

82. Taxes. The possibility of unsettled federal and other 
taxes for prior years should be investigated to determine whether or 
not there may be a liability for which provision has not been made. 

83. Damages. There may be claims or suits for damages not 
covered by insurance, and where the audicor finds any evidence 
which leads him to suspect the existence of a liability of this 
nature he should demand full information. He can then form an 
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opinion as to the amount which should be set up as a contingent 
liability, or, if the outcome is uncertain, as a reserve against pos- 
sible loss. 

84. Liability for real-estate bonds and mortgages. If property 
is sold subject to a mortgage given by the vendor there may be a 
contingent liability under the bond unless the mortgage has been 
satisfied, the satisfaction recorded and the bond canceled. The 
auditor should investigate the possibility of any liability through 
the sale of property made by the vendor subject to mortgage. 


ACCRUED LIABILITIES 


85. Interest, taxes, wages, etc., which have accrued to the end 
of the period under review, but are not due and payable until a 
later date, are grouped in the balance-sheet under the heading 
‘Accrued liabilities.’’ These items can be accurately verified by 
the books and records. Special attention is directed to the 
following liabilities: 

86. Interest payable. Many of the liabilities which appear on a 
balance-sheet carry interest. The interest obligation in the case 
of bonds and notes payable is obvious, but the auditor should 
consider the possibility that accounts also may bear interest. 
Many book accounts, when past due, do bear interest; and inquiry 
on this subject is justified. Loan accounts of partners and 
officers of corporations almost invariably bear interest. Judg- 
ments, overdue taxes and other liens also require the payment of 
interest. 

87. Taxes. The amount of accrued federal, state and local 
taxes, other than income taxes, should be ascertained and shown 
on the balance-sheet. In some cases it may be necessary to make 
inquiries of the proper taxing authorities as to the periods for 
which taxes accrue. 

88. Under the federal income-tax law and the laws of certain 
states a tax is imposed upon the net profits of a corporation, which 
must be paid even if the corporation is dissolved before the end of 
the year during which the tax is imposed. The tax is specifically 
based upon the net profits of a particular period, although payable 
some months later, and, if a net profit is disclosed upon the 
closing of the books during the year, a reserve for accrued taxes 
must be shown on the balance-sheet. 

89. If the concern under examination acts as a withholding 
agent of the government, either federal or state, any liability for 
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taxes withheld must be ascertained and stated on the balance- 
sheet. 

90. Salaries and wages. If the date of the balance-sheet does 
not coincide with the date to which the last payroll of the period 
under review has been computed, the amount accrued to the date 
of the balance-sheet must be ascertained and be entered as a 
liability, unless the amount is insignificant. 

91. Water rates, etc. If bills for expenses such as water, gas, 
etc., are not rendered monthly the amount accrued to the date of 
the balance-sheet must be ascertained and be entered as a liability. 

92. Traveling expenses and commissions. It is important to 
ascertain whether or not the accounts of all traveling salesmen 
have been received and entered before the books were closed. 
If any have not been entered provision should be made for them. 

93. Ample allowance should be made for all commissions 
eventually payable on sales which have been charged to cus- 
tomers. As commissions frequently are not payable to salesmen 
until payment has been received from customers, accrued com- 
missions are often omitted from the books. They must, however, 
be paid out of the proceeds of the sales whose full profit has al- 
ready been taken into the accounts and they should be set up 
as an accrued liability. 

94. Legal expenses. Provision should be made for any accrued 
liability for legal expenses not already on the books. 

95. Damages. If the concern is insured against liability 
for damages to employees or the public, a proportion of the 
premiums paid in advance for the unexpired time covered by the 
insurance will appear in ‘‘ Deferred charges.’’ But there may 
be claims or suits for damages not covered by insurance, and if the 
auditor finds any evidence which leads him to suspect a liability 
of this nature he should insist upon full information. He can 
then form an opinion as to the amount that should be set up as an 
accrued liability, or, if the outcome is uncertain, as a reserve 
against possible loss. The auditor should consider the adequacy 
or inadequacy of the accrued liability for premiums on insurance 
carried to cover compensation for injury to employees. 


BONDED AND MORTGAGE DEBT 


96. Copies of all mortgages must be examined and the terms 
should be noted. The amount of bonds registered, issued and in 
treasury, the rate of interest and the dates of maturity of the 
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bonds should be shown on the face of the balance-sheet. If there 
are serial bonds the annual or periodical maturity date should be 
stated. The trustee should be asked to certify the amount of 
bonds outstanding, etc., as verification of the liability stated 
in the balance-sheet. Interest on the bonds outstanding as 
shown in the balance-sheet should be computed and be recon- 
ciled with the interest on bonds, as shown in the profit-and- 
loss account. 

97. The auditor should investigate the sinking-fund require- 
ments of mortgages and see that provision is made for them in the 
accounts of the company. If there has been any default it must 
be mentioned in the balance-sheet. 

98. Bonds redeemed during or prior to the period under review 
should be examined to see that they have been properly canceled, 
or, if they have been destroyed, a certificate to that effect should 
be obtained from the trustees. 

99. Mortgages sometimes stipulate that current assets must be 
maintained at a certain amount in excess of current liabilities. 
The auditor must give consideration to this or any other stipulation 
with regard to accounts or audit which may be contained in the 
trust deed, and he must see that all requirements have been met. 

100. Mortgages. Asa mortgage derives its chief value from the 
law that when it is registered it becomes a lien, the auditor may 
verify the existence of such obligations by inspecting the public 
records with reference not only to liabilities which may be found 
on the company’s books, but also to other cbiigations that may 
appear on the public records as unsatisfied. If the auditor lacks 
the necessary facilities for making a search he may make arrange- 
ments with a local lawyer or title company whereby, for a small 
fee, any mortgages or judgments entered against the concern 
under examination will be reported to him. 

101. In any event the auditor must verify the amounts asshown 
in the books of account, the rates, the due dates and the property 
covered by the mortgages. This may be accomplished by obtain- 
ing certificates from the mortgagees. 

102. Unpaid interest. The auditor must remember that inter- 
est unpaid is a lien as enforceable as unpaid principal. 

103. Judgments. Any liability for judgments against the 
concern may be discovered by searching the public records, either 
personally or with the aid of a local lawyer. Many business men 
will not permit a judgment from which they propose to appeal 
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to be entered in their accounts and it is sometimes difficult for an 
auditor to find any evidence of such a liability. In such cir- 
cumstances it may be necessary for the auditor to mention the 
facts in a footnote on the balance-sheet. 

CAPITAL STOCK 

104. The auditor should see that capital stock is stated in the 
balance-sheet as required by the statutes of the state under whose 
laws the corporation is organized, the articles of incorporation and 
the company’s minutes. He must remember that the laws of 
certain states provide for shares both with and without par value 
and for special treatment in the case of no-par-value shares. 

105. If a trust company is the registrar of the capital stock for 
a corporation, it is sufficient, for verification purposes, to obtain 
from the registrar a certificate of the number of shares of capital 
stock outstanding. 

106. In the case of companies which issue their own stock, the 
stock registers and stock-certificate books should be examined to 
ascertain the amount of capital stock outstanding. 

107. On the balance-sheet each class of stock must be stated, 
with the amount authorized, issued and outstanding. If any 
stock of the corporation is held in the treasury it should be sep- 
arately shown, either as a deduction from the outstanding capital 
stock or on the asset side of the balance-sheet, as the circum- 
stances -nay require. 

108. When stock has been sold on the instalment plan, the 
auditor should ascertain if any payments are in arrears. If 
special terms have been extended to any stockholder the minutes 
of the board of directors should be examined to see that such 
terms have been approved. 

109. If any stock has been sold during the period under review 
the auditor should verify the receipt of payment. 

110. In the case of companies having cumulative preferred 
stocks outstanding on which dividends have accrued but have 
not been declared the facts must be mentioned in the balance- 
sheet. All dividends declared but not paid at the date of the 
balance-sheet should be included in the liabilities. 


SURPLUS 


111. The auditor should compare the surplus at the beginning 
of the period under review with the surplus shown on the balance- 
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sheet at the beginning of the period and with the ledger account 
to see that they agree. He should investigate the entries made in 
the surplus account during the period covered by his examina- 
tion. The nature of the surplus should be shown on the balance- 
sheet by division into the principal classifications, such as 

(a) Capital or paid-in surplus. 

(b) Surplus arising from revaluation of capital assets. 

(c) Earned surplus (or deficit). 


While it may be legally proper in certain cases to charge a deficit 
from operations to paid-in or other capital surplus account, such 
a deficit must always be disclosed. 

112. Any credit reflecting appreciation based on an appraisal 
of assets should be shown, where possible, on the balance-sheet 
above capital and surplus as ‘‘ Unrealized appreciation resulting 
from revaluation of capital assets.”’ 


PROFIT-AND-LOSS STATEMENT 


113. In order to certify the profit-and-loss statement for a 
given period the auditor must make such verification of the trans- 
actions during the period as will justify him in doing so. The 
extent of the verification will be determined by the conditions in 
each concern. In some cases he may find it necessary to verify 
a substantial portion or all of the transactions recorded upon the 
books. In others, where the system of internal check is good, 
tests only may suffice. The responsibility for the extent of the 
work required must be assumed by the auditor. 

114. The statement should be prepared as indicated in the 
following paragraphs, so as to reveal the operating results for 
the period under review. Corresponding figures for one or more 
years prior to the period under review should be obtained from 
the books for purposes of comparison. These comparative fig- 
ures will furnish valuable information to the auditor and to the 
banker who is asked to grant credit to the company. If unveri- 
fied amounts are included in the comparison that fact should be 
clearly stated. 

115. A satisfactory form of profit-and-loss statement accom- 
panies these instructions, but any other form giving generally 
similar information is acceptable. The following suggestions, 
however, must not be regarded as a programme for verification 
of the profit-and-loss statement. 
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SALES 


116. Whenever it is possible, the quantities of merchandise 
sold should be reconciled with the inventory on hand at the be- 
ginning of the period, plus the production or purchases during the 
period, less the inventory on hand at end of the period. 

117. Where a good cost and accounting system is in force the 
sales records probably will be well kept, but the auditor should 
satisfy himself, by reference to the shipping records, that the 
sales books were closed on the last day of the period and that no 
goods shipped after that date are included in the record of the 
period. When an examination is being made for the first time, 
the auditor should make sure that the sales at the beginning of 
the period were recorded in accordance with the dates of ship- 
ment. This can be done by comparing the shipping memoranda 
with the invoices. 

118. Allowances to customers for trade discounts, outward 
freights, reductions in price, etc., should be deducted from gross 
sales in the profit-and-loss statement. 

119. The unfilled orders at the close of the year should be as- 
certained for comparison with the record of orders on hand at the 
corresponding dates of other years which will furnish an indica- 
tion of the concern’s condition and prospects. The auditor 
should give consideration to tiie concern’s ability or inability to 


meet its sales-contract obligations. 


Cost oF SALES 
120. The inventory at the beginning of the period, plus pur- 
chases or cost of goods produced during the period, less the in- 
ventory at the end of the period, indicates the cost of sales. The 
auditor must be careful to see that cost of sales does not include 
charges which should have been classified otherwise. Inter- 
departmental profits should be eliminated. Any inter-company 
relationships giving rise to profits or losses should be borne in 

mind when determining the cost of sales. 


Gross PROFIT ON SALES 
121. Gross profit on sales is ascertained by deducting cost of 
sales from net sales. The ratio of gross profits to net sales 
should be computed and compared with like ratios of previous 
years. 
348 























Verification of Financial Statements 








SELLING, GENERAL AND ADMINISTRATIVE EXPENSES 


122. Selling, general and administrative expenses, particu- 
larly the larger items, should be examined to ascertain that the 
amounts are proper charges to these accounts and that the credits 
do not arise from disposition of capital assets. Selling, general 
and administrative expenses should be classified in the profit- 
and-loss statement so as to display the important features of each 
class. Expenses which do not fall into any of these three classes 
should appear separately on the statement. 

NET PROFIT ON SALES 

123. Net profit on sales is ascertained by deducting the aggre- 
gate of selling, general and administrative expenses from gross 
profit on sales. The ratio of net profit to sales should be com- 
puted and compared with similar ratios for previous years. 


OTHER INCOME 
124. Income derived from sources other than sales, such as 
income from investments, interest, discounts, etc., should appear 
under the heading ‘‘Other income.’’ A schedule for each class 


of income should be prepared and the auditor should assure him- 
self of the propriety of including each item as income. 


Gross INCOME 


’ 


125. ‘““Other income”’ and ‘‘Net profit on sales’’ constitute 


gross income. 
DEDUCTIONS FROM INCOME 
126. Interest on bonded debt, interest on notes payable, 
taxes, depreciation for which no other provision is made, etc., 
should appear under the heading ‘‘Deductions from income.” 
Appropriate schedules should be prepared and the auditor should 
see that the entries are justified. 


Net INCOME FOR THE PERIOD 

127. Gross income less the deductions from income constitute 
the net income for the period. 

SPECIAL CREDITS TO PROFIT AND Loss—SPECIAL CHARGES 

TO PROFIT AND Loss 

128. Items of unusual profit or loss which are not the result of 

ordinary transactions of the concern and items which are due to 
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operations of prior periods should be shown as special credits or 
special charges to profit and loss. 


PROFIT AND Loss FOR THE PERIOD 
129. The profit and loss for the period is the result of adding 
special credits to and deducting special charges from net income 
for the period. 
SURPLUS 
130. Surplus is the result of adding or deducting profit or loss 
for the period to or from the surplus at the beginning of the 
period and deducting dividends paid or declared and other ap- 
propriations. neeed 


GENERAL 

131. In some concerns certain details of procedure suggested 
in these instructions may be impracticable, and an effective 
system of internal check should make them unnecessary. In 
such cases tests only need be made, but the auditor must always 
be prepared to justify his departure from these instructions. 

* ** * * 
FoRM OF AUDITOR’S CERTIFICATE 

132. The auditor’s certificate should be as concise as may be 
consistent with a correct statement of the facts. If qualifica- 
tions are necessary the auditor must state them clearly. 

133. The balance-sheet, the profit-and-loss statement, the 
auditor’s certificate and any report or memorandum containing 
reservations as to the auditor’s responsibility, any qualifications 
as to the accounts, or any reference to facts materially affecting 
the financial position of the concern should be connected in such 
a way as to ensure their use conjointly. 

134. If the auditor is convinced that his examination has been 
adequate and in conformity with these general instructions, that 
the balance-sheet and the profit-and-loss statement are correct, 
and that any minor qualifications are fully stated, the following 
form of certificate may be used: 

I have examined the accounts of. . eee 
pany for the period from... .. ea ie 

[ certify that the accompanying - balance-sheet and state- 
ment of profit and loss, in my opinion, set forth the financial 


condition of the company at................. and the 
results of operations for the period. 
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FORM OF BALANCE-SHEET 
Assets 
Cash: 
On hand. 220g 4 Shine eet 
in banmK...... 


Notes and accounts receivable: 

Notes receivable, customers’ (not 
past due). : 

Accounts receivable, customers’ "(not 
past due) ‘0 ao ke ear eee 

Notes receivable, customers’ (past 
due)..... 

Accounts rec eivable, customers’ (past 
Sa 


"in rve for bad debts... . 
Reserve for discounts, freight, allow- 
ances, etc. 


Inventories: 
Raw material on hand. . 
(Goods in process a tea ae 
Uncompleted contrac ts .. 
Less: payment on account 


Finished goods on hand 


Other current assets: 
Marketable securities........ 
Indebtedness of officers, stoc kholders rs 
and employees........ 
salabadinees of athliated cc companies 
(CUTTOREC) 2 ccc ce 


lotal current assets. . 


Investments: 
Securities of affiliated companies. 
Indebtedness of affiliated companies 
not current. . ee ey 
Other (state important items sepa- 
rately)... 


lixed assets: 
Land used for plant. . by eat 
Buil lings used for plant... .. 
Machinery , 
Tools and pk int equipment 
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Patterns and drawings........ 
Office furniture and fixtures. . 
Other fixed assets (describe fully) 


Total fixed assets........ 
Less: 
Reserves for depreciation, depletion, 
etc. (describe fully)... . 


Deferred charges: 
Prepaid expenses, interest, insurance, 
a kiss 6 ae ee ae ee 
Other assets (describe fully) 


Total. . 
Liabilities 


Notes and accounts payable: 
Secured liabilities 
Obligations secured by: 
Customers’ accounts assigned in the 
amount of 
Liens on inventories 
Securities deposited as collater: il. 
Other collateral... 


Unsecured notes 

Acceptances made for merchandise 
or raw-material purchases 

Notes given for merchandise or raw 
material purchased 

Notes given to banks for money 
borrowed. . 

Notes sold through brokers 

Notes given for machinery, addi- 
tions to plant, etc. 

Notes due to stoc kholders, officers 
or employees 


Unsecured accounts— 
Accounts payable for ane 
(not yet due).......... 
Accounts payable for pure hases 
(past due) 
Accounts pé ryable to stoc kholders, 
officers, or employees. ...... : 
Accrued liabilities (interest, taxes, wz ages, 
I cael ae re oie ae ks abide Tat 
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Other current liabilities (describe fully) . . . 


Total current liabilities........ 
Fixed liabilities: 
Obligations secured by: 

Mortgage on plant (due date)...... 
Mortgage on other real estate (due 
Gas os kd sees bee 
Chattel mortgage on machinery or 
equipment (due date)............ 
Other funded indebtedness (describe 


| eS Pe pe) hs. 


"Fotal Bemeties. .........6-. 


Net worth: 
If a corporation— 

(a) Preferred stock (less stock in 
I Fo. science ein oe ee 

(b) Common stock (less stock in 
CE 04 sn nde s Ghee ene 

(c) Surplus: 
Capital or paid-in 
Arising from revaluation of 

capital assets (see footnote) . 

Earned (or deficit). . . 


If a person or partnership 
(a) Capital , ' 
(b) Undistributed profits or deficit 


Total , er ee ee 
Contingent liabilities—classify and explain 
NoTE.—See directions under paragraph 112. 


When the balance-sheet is that of a corporation, the state under the laws 
of which it is organized should be indicated. 
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FORM FOR PROFIT-AND-LOSS STATEMENT 


Gross sales. .. . peewee 
Less: outward freight, allowances and returns 
Netsales........ 
Inventory beginning of y year... 
Purchases, net (or cost of goods produc ed) 
Less: inventory end of year . 
Cost of sales . er ee 
Gross profit on sales... .. ' 
Selling expenses (itemized to correspond with ledger 
accounts kept) 
Total selling expenses 
General expenses (itemized to correspond with ledger 
accounts kept)....... 
Total general expenses 
Administrative expenses (itemized to c orrespond with 
ledger accounts kept) 
Total administrative expenses 
Total expenses ee 
Net profit on sales... .. 
Other income: 
Income from investments wikis 
Interest on notes receivable, etc.. 
Gross income... .. 
Deductions from income: 
Interest on bonded del 
Interest on notes pay: bi e a 
Taxes, depreciation, etc. (separately shown) 
Total deductions........ 
Net income for the period ; Danie tines 
Add: special credits to — and loss (separately 
shown). , 
Deduct: spec ial cha irges to pri fit and loss (separ: ately 
shown) 
Profit and loss for pe sriod . 
Surplus beginning of period 
Add or deduct items in the surplus account attribu- 
table to prior periods 
Dividends paid 
Earned surplus at end of pe riod 


If a profit-and-loss statement is prepared for more than one year it should 
be set up in comparative form. 
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EDITORIAL 


Accountants in all parts of the country 
have awaited with a good deal of 
impatience the publication of the text 
which occupies the leading place in 
this issue of THR JOURNAL OF ACCOUNTANCY. Bankers and credit 
men also have expressed a keen interest in the authoritative 
opinions which it was known the text would convey. Probably 
there has never been an utterance upon accounting more widely 
expected than this. And yet very little has been said officially 
on the subject and the committee of the American Institute of 
Accountants which has been engaged in the task of authorship 
has maintained a silence which must have been somewhat 
distressing to anyone who believes in the policy of the open 
mouth. It was a heavy duty which the committee assumed, 
and the amount of time actually devoted to the work was ex- 
traordinary. During an uncounted number of all-day sessions in 
the quiet of one of the old New York clubs the members of the 
committee reviewed, rewrote, added, struck out, simplified—all 
the while endeavoring to keep in mind the excellent usefulness 
of the original document upon which the recension was based— 
until at last all changes had been unanimously approved, the 
comments and instructions had been coérdinated and the report 
was ready for presentation. The title, Verification of Financial 
Statements, is new and certainly better than the old, Approved 
Methods for the Preparation of Balance-sheet Statements, to which 
there had been a good deal of opposition. Some critics felt that 
the old title was misleading or not sufficiently comprehensive. 
Much of the content is new. It is believed that every important 
addition to the original matter, required by changed conditions 
of business or by inadequacy in the first text revealed during 
an experience of twelve years, has been made. Some of the 
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alterations suggested by accountants, bankers and others have 
been accepted and embodied in the report. Others were carefully 
considered and rejected because they did not seem applicable 
except in specific and perhaps infrequent cases. The new text 
will meet the constantly growing need for an official utterance 
on the modern practice of accountancy, and if it be found that 
some minor detail has been omitted or some rule which has been 
laid down seems to an accountant here or there too exacting, 
that is only to be expected. A general treatise which met 
with unqualified approval of the good, the bad and the 
indifferent would be a sorry thing indeed. The truth is that the 
report is the most representative pronouncement upon the vital 
question of accounting procedure which has been made in this 
country. 


The history of the case is fairly well 

The Background known. While this country was vacil- 
lating between neutrality and _par- 

ticipation in the world war, a new arm of the government was 
created and named the “federal trade commission.”” The com- 
mission had an enormous undertaking before it. The country’s 
business was not invariably well managed. Hundreds of thou- 
sands of corporations, partnerships or persons engaged in trade 
were ignorant of the cost of production, handling, selling, etc., 
and it was estimated that more than half the total number of 
businesses in the country had not even a vague notion of what 
was involved in modern accounting or what could be accom- 
plished by it. There were few taxes in those days and there was 
practically no supervision of trade methods. Every company, 
or perhaps every company department, was a law unto itself. 
American business had jumped into the forefront of international 
affairs as the older nations battled for existence. Vast prosperity 
was at our door and would come in whether we welcomed it 
intelligertly or not. And the American business man did not 
seem to know quite what to do about it. We were much like 
the man with a huge sum of money in the bank and no knowledge 
of cheque writing. Someone was needed to inculcate the funda- 
mental principles of trade, commerce and industry. The federal 
trade commission had the vision to discern the conditions and the 
needs. It accomplished many splendid things, and, if some of its 
efforts excited adverse criticism or positive opposition, no one can 

356 





























Editorial 








reasonably deny that business as a whole owes a debt of gratitude 
to the commission, especially for its wisdom and assistance in the 


early years. 


Why the Original Text om seat cheno of the federal trade 

Was Written commission, Edward N. Hurley, was a 
we ae firm believer in the theory that the 
accounts of a business should be so kept and so audited that 
creditors and shareholders may have the comfortable assurance 
of the probability of accuracy and safety. He knew well that 
there was not uniformity in the methods and thoroughness of 
accountants, and he was sufficiently ahead of his time to think 
that there should be an irreducible minimum of investigation and 
verification before certification of any financial statement. 
Some prominent men of business at that time were led to extremes 
by their desire for reform, and there was suggestion of a uniform 
system of accounting and auditing for all sorts and conditions 
of business. This excess of zeal retarded progress. The fallacy 
of the theory of a universally adaptable programme of accounting 
procedure was recognized at once. It was, and always will be, 
impossible to devise a plan which would meet the necessities of 
every kind of enterprise. But there are many factors common 
to all commercial and industrial ventures, and it is not impossible 
to lay down an outline of the procedure which should be followed 
in almost every conceivable variety of business entity. Mr. 
Hurley shared the belief of the American Institute of Accountants 
that something could be done to encourage the adoption of 
proper precautions by preparing and distributing a set of in- 
structions which would serve as a guide to accountants, bankers, 
credit men and the business public—not that such a prescription 
could be complete or restrictive but that it would at least show 
clearly the level below which the accountant could not go and 
certify the alleged verity of the accounts. Many accountants 
had already prepared manuals of procedure for the direction of 
their staffs and there were bankers who had given frank endorse- 
ment to the theory that the auditor should be not only permitted 
but required to perform certain duties before he should be asked 
to affirm his faith in the veracity of the statements of accounts, 
especially those to be used as a basis of credit. With some of 
these manuals as a point of departure, the movement for reform 
began. 
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Mr. Hurley approached the American 
Institute and requested assistance in 
the campaign which was about to be 
inaugurated. Conferences in the Institute offices and at Wash- 
ington followed. The Institute’s committee on federal legislation 
was instructed to coéperate with the federal trade commission. 
The committee consisted of the president (W. Sanders Davies), 
Harvey S. Chase, George O. May and Robert H. Montgomery. 
Other members of the Institute were consulted during the prepa- 
ration of the committee’s report, and the council of the Institute 


How the Text Was 
Published 


unanimously approved the programme of audit which was rec- 
ommended. The title first given by the trade commission to 
the product of the committee’s labors was Uniform Accounting, 
an unfortunate and misleading name which was enough to have 
wrecked the whole undertaking. But there was such urgent 
demand for a code of procedure that the unhappy designation 
was not fatal. Mr. Hurley took the report of the committee 
over to another branch of the administrative machinery, the 
federal reserve board, and advocated general distribution 
of the text to bankers, credit grantors, and the business public 
generally. This proposal was followed by conferences between 
the reserve board and the Institute’s committee. A few changes 
were inserted by advisors of the reserve board, and the matter 
was then printed in the Federal Reserve Bulletin for April, 1917. 
The board did not extend formal approval to the plan of procedure 
but published it as a tentative proposal and commended it to the 
consideration of persons concerned with the credit structure of 
the country’s business. The board apparently felt that there 
might be some doubt of its right to set itself up as an authority 
on the technique of accounting and therefore withheld official 
sanction, but the value which members of the board placed upon 
the plan was made plain in the following paragraphs from the 
introduction: 

“Tt is recognized that banks and bankers have a very real interest in 
the subject, because they are constantly passing upon credits based upon 
statements made by manufacturers or merchants. 

‘“‘It is quite as much of vital interest to merchants and manufacturers, 
because they realize that their credit sometimes suffers by reason of 
losses incurred by bankers through credits given to merchants and manu- 
facturers whose statements do not correctly reflect true conditions. 

‘Lastly, it is of immense importance to auditors and accountants, 
because they have a professional as well as a practical interest in having 
the character of their professional work thoroughly formulated and 
standardized. Losses incurred by bankers by reason of credits given to 
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merchants or manufacturers, if such credits were given because the state- 
ments were either actually false or misleading in their nature, tend to 
discredit accountancy as a profession and to shake the confidence of 
bankers in the real value of any statements. 

“Hence it is that the federal reserve board puts out this tentative 
proposal with the hope of encouraging the fullest criticism and discussion.’ 


The Bulletin in which the instructions were printed did not 
suffice to meet the demands for copies and the matter was re- 
printed in pamphlet form by the board and offered for sale. 
After the first edition of the pamphlet, the board was induced to 
change the title to Approved Methods for the Preparation of 
Balance-sheet Statements and under that much better name the 
pamphlet appeared in successive editions until the total sales 
amounted to sixty-five thousand copies. At that point the board 
ceased to reprint, and before long the instructions were out of 
print and unobtainable. 


And now, as the Victorian novelists 
used to say, it is necessary to retrace 
our steps and take up the narrative at 
another point. In 1925 and 1926, the Institute’s committee on 
education undertook a survey of the whole field of accountancy 
and gave special consideration to classification of services which 
accountants are required to render in the pursuit of their pro- 
fessional calling. After deliberations which lasted several 
months the committee presented a report proposing a scheme 
of classification which involved some rather controversial ques- 
tions. The committee itself was not unanimous. One of the 
five members dissented from the opinion of his colleagues with 
reference to some of the recommendations. The report went from 
the council to the general meeting of the Institute in September, 
1926, and provoked prolonged argument. Everyone, apparently, 
admitted the helpful nature of the report but there were honest 
differences of opinion on many of the details. It seemed inex- 
pedient to hasten a decision on the points at issue, and accord- 
ingly it was resolved that the matter should be referred to the 
executive committee with instructions that the report should be 
printed as a confidential document and sent to the members with 
a request that they give consideration to the proposed classifica- 
tions and express their conclusions to the executive committee. 
That committee was given power to make whatever changes 
seemed to be desired by the majority of the membership and 
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thereafter to publish the report as an official document. A 
questionnaire was prepared in accordance with this mandate 
and sent to all members and associates. Emphasis was laid 
upon the desirability of a comprehensive reply from the entire 
membership. The committee did everything possible to stimu- 
late interest and to encourage response. When it became evident 
that the first questionnaire would not produce replies enough to 
be regarded as the voice of the Institute, the matter was brought 
again to the attention of members and two more efforts to induce 
every member to reply were made. The executive committee 
then found itself in a rather awkward predicament because the 
replies which were received differed so materially that it was 
practically impossible to harmonize them in the narrow range of 
a committee report. 


The committee, therefore, was con- 


A New Committee , eae 
fronted by the necessity of doing what 


Appointed 


always must be done in such circum- 
stances. A special committee was appointed to take up the 
whole question of classification, to study the opinions expressed 
in the replies to the questionnaires, to consult with other members 
and finally to bring to the executive committee the results of its 
deliberation. The special committee, as has been said, spent a 
great deal of time in survey and in the preparation of its report, 
but only one or two changes in personnel occurred during the whole 
course of the work. Several of the most eminent and also the 
busiest accountants in the country gave time and talents without 
stint to the accomplishment of the task set before them. We may 
let the names of the committee members speak for themselves 
of the prestige and authority with which the report is vested. 
It has been a traditional editorial policy of THE JOURNAL OF 
ACCOUNTANCY to refrain from the mention of accounting firms by 
name, but in this one instance it seems judicious to give brief 
descriptive notes about the men who have rendered this signal 
service to the profession. The report bears the signatures of 
Arthur W. Teele (chairman), member of council of the Institute, 
partner, Patterson, Teele & Dennis; William B. Campbell, 
chairman of the Institute’s special committee on codperation 
with bankers, partner, Price, Waterhouse & Co.; W. Sanders 
Davies, first president of the American Institute, member of 
council, partner, Davies & Davies; F. H. Hurdman, president 
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of the American Institute, partner, Hurdman & Cranstoun; 
William H. West, past president of the American Institute, 
member of council, partner, West, Flint & Co., and John R. 
Wildman, chairman of the Institute’s committee on education, 
partner, Haskins & Sells. 


This committee decided at the outset 
that one of the subjects which must be 
considered as germane to the main 
question of classification was the kind of services rendered by 
accountants and described in the pamphlet A pproved Methods for 
the Preparation of Balance-sheet Statements. This was the only 
authoritative description of a class of professional service which 
had ever been issued here, and, as the Institute was the author of 
that document, it seemed appropriate that when classification was 
under discussion by the Institute’s committee the question of 
possible revision of the pamphlet should be considered before 
anything else. The committee knew that it would be a long 
and difficult undertaking to rewrite the instructions, so as to 
give expression to every salient point, but the work was to be 
done—and it was done at the cost of many days and perhaps a 
little weariness. One may weary even in well doing. However, 
the work of revision is now over and the committee is turning its 
attention to completion of its recommendations on the general 
classification of services, which will probably be available soon. 
When the special committee’s report came before the executive 
committee it was unanimously approved, and at the meeting 
of council on April 8th the action of the executive committee was 
endorsed without dissent. The new instructions have now been 
presented to the federal reserve board and they are being printed 
by order of that board. Copies will probably be ready for 
distribution almost as soon as this issue of THE JOURNAL OF 
ACCOUNTANCY reaches the hands of its readers. And that is 
the history of the writing and publishing of the revised version 
of what has often been called ‘‘the accountant’s bible.” 


The Report Is 
Written 


This new set of instructions contains 
almost everything that was in the 
pamphlet Approved Methods for the 
Preparation of Balance-sheet Statements, but the whole document 
has been rewritten, and it is in effect an old and valued friend 
fitted out in new habiliments suited to the times and the seasons. 
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For example, when the original text was written there was not 
much to be said about liability on account of federal taxes. 
The matter was scarcely mentioned. Yet within the narrow 
space of twelve years federal taxes have become at once the 
friend and the foe of every accountant. The new instructions 
deal with that question. Half a dozen similar items which have 
thrust themselves into prominent positions on the balance-sheet 
of today were not obtrusive in 1917, and they too received scant 
attention in the first text but receive comprehensive treatment 
in the new. It is, however, superfluous to attempt here a critical 
analysis of the changes. Everyone who reads this magazine 
will certainly wish to subject the entire report to careful con- 
sideration. It is not with the details but rather with the course 
of events that we are now concerned. It should be remembered, 
however, that the instructions do not present explicit rules to 
meet every contingency which may occur in the practice of 
every accountant. The purpose of the committee was to set 
forth what it believes to be the correct procedure in the ordinary 
verification of financial statements. The principal points are 
explained. Minor problems which will arise in specific and 
unusual cases are left to the discretion of the accountant. The 
instructions, therefore, are not to be regarded as complete, but, 
as we have said before, they do provide an indication of those 
things which the accountant must not leave undone if he is to 
certify that a statement of accounts in his opinion correctly 
portrays the financial condition of a business. 


One of the noteworthy enactments 
during the present excessively active 
season in state legislation is a new 


Arkansas Recognizes 
the Profession 


statute in Arkansas, laying a tax upon the incomes of persons and 
corporations. The prime purpose of the act is only mildly inter- 
esting. It merely brings another state into the rather unpopular 
list of jurisdictions in which one’s income is liable to reduction 
for what is said to be the public good. But the Arkansas law 
has one section which is of great importance to the accountants 
of that state, and it is quite certain that members of the pro- 
fession elsewhere will cast en*‘ous eyes toward their blessed 
brethren of the Ozarks. Article 5, section 25, paragraph 3, reads 
thus: 


‘“‘Whenever a return is filed and a certified public accountant duly 
authorized under the law of Arkansas certifies that he has made an audit 
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of the taxpayer’s records for the income year and has prepared the return 
to which his certificate is attached, such return shall be accepted by the 
commissioner as prima facie true and correct.” 


This is not to be regarded as a loose and bland reliance upon 
anyone who calls himself an accountant, for we read in article 6, 
section 30, paragraph 7, the following warning: 

‘Any certified public accountant who shall make a false certificate 
to any return as filed and offered to the commissioner pursuant to para- 
graph 3 of section 25 herein shall be guilty of a felony and shall, upon 
conviction thereof, be fined in any sum not to exceed $1,000 or be im- 
prisoned not to exceed one year and his certificate shall be forthwith 
canceled and revoked.” 

But who can object tothat? It seems only right that the recogni- 
tion of the profession’s abilities should be accompanied by recog- 
nition of the profession’s responsibilities. And the man who 
deliberately makes a false return of income whether for himself 
or as agent for another does not deserve any sympathy when the 
burden of punishment is laid upon him. The new law in Arkansas 
is verily a step forward, and the accountants there are naturally 
much gratified. A prominent practitioner of that state writes 
that “if other states would have a similar provision and if the 
federal government would also incorporate in the federal law a 
similar provision, a great deal of the unnecessary examination 
being made by incompetent examiners in the employ of the 
government could be eliminated and the actual cost of enforce- 
ment materially reduced.”’ 


Of course there are many examiners 
who are not incompetent and it would 
not be well to dispense entirely with the 
field force of the bureau of internal revenue. There will 
always be need for a peripatetic inquisition of some sort. But 
it is indubitable that a vast saving of time, expense and dis- 
content could be effected by the adoption of some such law or 
regulation as that which now appears on the statute books of 
Arkansas. Probably a law is not required. The recognition 
could be extended by the commissioner of internal revenue if 
he saw fit todo so. In some foreign countries where incomes are 
taxed—and where are they not?—a return bearing the signature 
or giving the name of a professional accountant who has prepared 
the statement is accepted at its face value in the absence of any 
cause to doubt its accuracy. There is nothing in our national 
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tax law and we have no knowledge of anything in state laws 
which would prevent the acceptance of an accountant’s report as 
prima-facie evidence of veracity. Very few people intentionally 
defraud the government. Most of the faulty returns owe their 
weakness to the ignorance of the taxpayer or of someone who 
because of an error of judgment considers himself competent to 
advise. It is not a great presumption to believe that the ordi- 
narily intelligent accountant is able to prepare a tax return ina 
reasonably acceptable way, and, as the taxpayer is generally 
honest, it is not probable that he would attempt to induce his 
accountant to be dishonest for him. So it seems clear that even 
were the accountant evilly disposed there would be no inducement 
to falsity except in the case of a criminal client. Such clients are 
rare and accountants who would be seduced by them are rarer 
still. Where, then, can one find sound cause for opposition 
to the progressive plan of Arkansas? Surely a measure which 
facilitates reporting, avoids superfluous investigation, reduces 
the expense of collection and makes for the equanimity of the 
taxpayer is worth much, even though it may bring some benefit 
to the accountant. The only logical objection would arise in the 
ranks of the government employees who would be deprived of 
occupation. 
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CONDUCTED BY THE SPECIAL COMMITTEE ON TERMINOLOGY OF THE 
AMERICAN INSTITUTE OF ACCOUNTANTS 


The special committee on terminology submits the following tentative 
definitions for consideration and criticism. (Comments from readers will be 
welcome. Letters may be addressed to the committee in care of THE JouR- 
NAL OF ACCOUNTANCY. 


SURPLUS—APPRAISAL: 


The assets of an enterprise, particularly the fixed assets, may be carried on 
the books at values far above or far below actual present values; due to the 
general fall in the value of monetary units in recent years assets purchased 
many years ago are likely to be carried at values incommensurate with present 
prices. To rectify this condition it is common to have values fixed by appraisal; 
if the values so fixed exceed the book values and are substituted therefor there 
is brought into existence an apparent surplus. This is the appraisal surplus. 

In so far as it represents only the diminished value of a monetary unit and 
not an increase in the economic value of the assets the appraisal surplus should 
be treated as a part of the permanent capital, not to be depleted by credits to 
operations or to reserve accounts. 

It sometimes happens that part of the increase is due to a rectification of 
former depreciation provision in excess of that needed to cover actual deterio- 
ration; any surplus demonstrably arising in this way is only a correction of 
former profit accounts and may be added to current surplus. 


SURPLUS—APPROPRIATED: 

Part of a surplus set aside for some specific purpose, such as retirement of 
preferred stock or of obligations, or for the extension of permanent plant. 
Such appropriated amounts remain part of the surplus unless they are formally 
transferred to capital account. 


SURPLUS—BOOK: 
The surplus as shown by the books without correction for understatement or 
overstatement of assets and liabilities. 


SURPLUS—CAPITAL: 

Surplus not arising from profits of operation but from such sources as sale of 
capital stock at a premium, profit on dealings in a corporation’s own stock, 
donated stock, appraisal valuations and surplus shown by the accounts at 
organization. Capital surplus should not be depleted by any credit to opera- 
tions; it may properly be the basis of a stock dividend. 


SURPLUS—CONTRIBUTED: 
This is a capital surplus arising from contributions by stockholders or others. 


Such surpluses are unusual; a surplus arising from assessment on stockholders 
is a capital surplus but not a contributed surplus. 
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SURPLUS—CORPORATE: 


The surplus of a corporation. 


SURPLUS—CURRENT: 

The surplus from which dividends may be paid. It is derived from profits of 
a business, including all realized profits whether ordinary or extraordinary 
profits, but excludes capital and appraisal surplus. 


SURPLUS—EARNED: 


Surplus derived from the profits of a business. Does not differ from current 
surplus. 


SURPLUS—FREE: 

Surplus that has not been appropriated for any specific purpose, and out of 
which no dividends have been declared and remain unpaid. 
SURPLUS—NEW |\ | 
SURPLUS—OLD { 

When a corporation undergoes a reorganization, it frequently happens that 
a surplus existing before reorganization is treated as a capital or quasi-capital 
item, profits after the reorganization being carried to a new account. Hence 
the terms ‘‘new”’ and “old” surplus. These terms are of little value and have 
not an established technical meaning. 


SURPLUS—PAID-IN: 

Upon the formation of many corporations, especially those engaged in 
banking, an amount in excess of the face value of the capital stock is paid for 
their stock. The excess is paid-in surplus. It may be paid-in either in money 


or in assets. 


SURPLUS—RESERVED: 

A part of the surplus set aside for some specific purpose, such as a “ general 
reserve.”’ It is, in fact, still a part of the surplus. 
SURPLUS—UNAPPROPRIATED | 
SURPLUS—UNCOMMITTED 
SURPLUS—UNENCUMBERED | 
SURPLUS—UNRESERVED J 

That part of surplus that has not been set aside for any specific purpose but 


remains available for any purpose to which surplus may be applied. 
VALUE—ACTUAL: 

Nota precise term. It means real value as distinguished from a value shown 
by books or records. 


VALUE—APPRAISED: 

A value estimated by appraisers on physical examination of assets, usually 
fixed assets. 
VALUE—ASSAY OFFICE: 

Value of metals or ores in respect of the bullion content as shown by assay. 
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VALUE—ASSESSED: 

A value set upon real estate by government assessors for the purpose of 
assessing taxes. Such taxes are computed as a percentage of the values of the 
properties and the values used for assessment are intended to be a fair but 
conservative estimate of the price for which the property could be sold. In 
some districts assessed values are fixed at some percentage of estimated sale 
value (less than 100%) the same percentage being applied to all property 
subject to the same tax. 





VALUE—BOOK: 
Value as shown by books, not corrected for any understatements or over- 
statements. 


VALUE—BREAK- UP: 
The amount which could be obtained for assets at forced sale and upon 
discontinuance of their use in a business. 


VALUE—BULLION: 
The value of ores or metals in respect of the content of gold and silver. 


VALUE—CARRYING: 

Where stocks are pledged for loans the amount that will be advanced by 
banks on their security is a percentage—about 80%—of their value; this value, 
however, is not necessarily the market quotation, but a more conservative 
value fixed by the lending banks and called the carrying value. The difference 
between market and carrying value is greatest in the case of highly speculative 
securities, especially in an excited market. 


VALUE—DEPRECIATED: 

The residual value of assets that have lost part of their original value by 
reason of wear and age; technically, original value less accrued depreciation. 
This term does not distinguish between book and actual value of assets, but 
indicates only that the value given is after deducting a provision for deprecia- 
tion; the question whether the value given is based on cost, appraisal, or 
estimated reproduction cost (in each case less a provision for depreciation) 
must be covered by further explanation. 


VALUE—EARNING-CAPACITY: 

In valuing a going concern, or shares of its stock, it has been reasoned that 
there is no intention to liquidate its assets and that the only return hoped for 
is the profit to be made and presumably distributed in future. Accordingly, 
values have been estimated on the basis of the present value of a permanent 
annuity of the amount of the earning capacity as shown by past experience, 
discounted at some rate depending upon the estimated probability of the con- 
tinuance or growth of the earnings. In such computations the value of the 
tangible assets has no influence except as it may be thought to throw light on 
the prospect of continued profit. The value so found is the earning-capacity 
value. It was one of the alternate methods used by the U. S. government in 
computing the value of capital stock for the purposes of the capital-stock-tax 
law. Although logically correct its computation is so dependent upon personal 
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views and opinions that the results in varying hands are often widely divergent. 
Stock-market prices are largely based on such estimates of values. 
VALUE—FACE: 

Value of bonds, stocks, mortgages and similar securities as set forth in the 
documents themselves. 
VALUE—FAIR MARKET: 

A term used in income-tax law, meaning the probable value that would be 
fixed by a willing buyer and a willing seller. 





VALUE—FORCED-SALE: 
Value that could be obtained if the asset under consideration were sold at 
once for whatever price could be obtained. 


VALUE—FORECLOSURE: 


Not an established technical term. 


VALUE—GOING: 
Value of assets that are now in commercial use, estimated with the pre- 
sumption that the use is to be continued. 


VALUE—INSURA NCE \ 
VALUE—INSURABLE } 


The value for which any property may be insured. 


VALUE—INTANGIBLE: 

A value based upon considerations other than the intrinsic value of tangible 
assets. Goodwill, trade-marks, rights-of-way, are examples of assets having 
intangible values. 

VALUE—INTRINSIC: 

Value based upon tangible assets, including only their value when separated 
from any special intangible value that may attach to them in respect of their 
present use. 


VALUE—JUNK: 

Residual value of the old materials when physical assets are completely 
discarded and broken up. 
VALUE—LIQUIDATION: 

Value that can be obtained upon liquidation of a business and sale of its 
assets. 
VALUE—MARKET: 

Value computed on the basis of market quotations. Applicable only to 
securities and to staple products that are currently quoted, such as steel, 
wheat, rubber, coffee. 

VALUE—NUISANCE: 

This is not a true value, but is the amount that some one other than the 

owner of a property will pay for it, not for its own sake but because in its 
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present hands it is an annoyance or is actually damaging to the prospective 
buyer. 


VALUE—ORIGINAL COST: 

The amount paid for an asset by its present owner, including the cost of 
subsequent betterments and without any deduction for depreciation. Ordi- 
nary repairs and maintenance are not part of original cost. 


VALUE—REPRODUCTION: 

A value estimated on the basis of cost of reproduction at present prices; it 
means the cost of reproduction less a depreciation provision corresponding to 
the proportion of original value that has been lost through wear and age. 


VALUE—REPRODUCTION-COST: 
The amount that it would cost to reproduce an asset at the present time, 


with no deduction therefrom in respect of depreciation that may have been 
suffered. 


VALUE—RESIDUAL: 

The value remaining after the usefulness of an asset has been partly ex- 
hausted. Such assets as stereotype plates for books that have been issued in one 
or more editions, and moving-picture negatives that have been partly exploited, 
have residual values that are not referable to their physical condition, but to 
the extent to which they may profitably be used in the future. 


VALUE—SALES: 

This term is applied to value placed upon merchandise, computed at selling 
prices. Where costs are not available, as in the case of merchandise on the 
shelves of some department stores, inventories are valued at selling prices and 
an amount deducted from the total that is equivalent to the percentage of gross 
profit usually made on sales. As the selling prices used are partly marked- 
down prices this procedure makes due allowance for deteriorated goods without 
the labor of tracing each cost price and adjusting it for obsolescence and 
damage. 


VALUE—SCRAP: 

See ‘ Value—junk.”’ 
VALUE—SOUND: 

A term used by appraisers, meaning present reproduction cost less accrued 
depreciation. 
VALUE—SURRENDER: 

A term applied to the amount recoverable from an insurance company upon 
the surrender of a policy before its date of expiration. 
VALUE—TANGIBLE: 


Value represented by tangible assets, excluding goodwill, trade-marks and 
similar assets. 
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EDITED BY STEPHEN G. RuSK 


Taxpayers who are subject to the risk of sustaining losses by embezzlement 
must be able to trace such losses to the years in which they take place if such 
losses are to be deducted as “losses sustained during the taxable year and not 
compensated for by insurance or otherwise, if incurred in trade or business,” 
If the embezzler, however, misappropriates funds of the taxpayer’s clients and 
the taxpayer opens an account with the embezzler at the time the fraud is 
discovered, and the account is found to be uncollectable, then the taxpayer may 
deduct the amount of the uncollectable account in the year he determines that 
it is uncollectable. 

Such is the inference that may be drawn from a decision made by the United 
States court of appeals, eighth circuit, in the case of John H. Farish and Co. v. 
Commissioner of internal revenue. 

It appears from the record that the taxpayer’s business principally consisted 
of collecting rents for clients; that a trusted employee embezzled $57,000 of 
funds collected from the taxpayer’s clients and was called upon to make good 
the defalcations; that upon the discovery that only about $6,000 of the defalca- 
tions could be restored the remaining $51,000 was charged off in the year in 
which the defalcation was discovered and the account was found to be worthless. 

Accountants were engaged after the shortage was discovered and they found 
that $10,000 had been embezzled in 1919 and $10,000 in 1920. The remaining 
$37,000 had been misappropriated prior to 1919. Confronted with this condi- 
tion, the revenue agents determined that the taxpayer was entitled to deduct 
$10,000 in each of the years 1919 and 1920, as losses sustained and not com- 
pensated for in those years, but apparently no deduction was allowed for prior 
years, because it was not possible to prove just how much of the loss was sus- 
tained in each of the previous years, or, perhaps, because the statute of limita- 
tions had barred the redetermination and refund for years prior to 1919, 

The court held that inasmuch as the embezzlement was of the taxpayer's 
clients’ funds and the taxpayer had paid the clients the amounts found to be 
due to them, and as he had charged the amount so paid to the embezzler’s 
account, the amount of the loss became an account receivable. This account 
was later found to be uncollectable as to its major part, was charged off and 
deducted in the taxpayer’s return, and the deduction was allowed by the court. 

To the lay mind it seems inconceivable that such a loss was not allowed by 
the commissioner at first without question, for the following reasons: 

1. The facts recited by the court were known to the commissioner, when the 

revenue agent reported on his findings. 

2. There were precedents at that time which indicated that under such con- 

ditions as were present in the case the loss was deductible as a bad debt. 

The apparent obstinacy of the bureau of internal revenue seems unjustifiable. 
The pursuance of such a policy placed on this taxpayer the hardship and ex- 
pense of employing counsel and the additional incidental costs of litigation. 
It is doubtful whether the taxpaying citizens expect the governinent to go to 
such lengths in pursuing a few stray tax dollars, and the treasury department’s 
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more recent policy of meeting a taxpayer halfway in the settlement of such 
controversies, we believe, grew out of a realization that a victory in such cases 
as the one under consideration reflected no credit on the government nor on 
those responsible for such victories. 


SUMMARY OF RECENT RULINGS 


Depletion and depreciation deductions on the unit-of-production basis for 
1918 and 1920 on coal-mining properties may not be based on a new and cor- 
rected estimate of recoverable coal made in 1922, which new estimate may be 
used as a basis only for taxable years after the estimate was made. (Kehota 
Mining Co. v. C. . _ Lewellyn, former collector, and Kehota Mining Co. v. D. B. 
Heiner, collector. S. circuit court of appeals, third circuit.) 

Gain from the +. by the trustee of securities, part of a residuary trust fund 
bequeathed, after a life estate, to exempt charitable, etc., institutions, is 
exempt if such income is per aanently set aside for payment to ‘such institutions 
or if, by the terms of the will, the income is to be payable to charitable uses, 
and such income may not be taxed even though the trustee has power to 
divert it to non-exempt fields, until such actual diversion is made. (The Hart- 
ford-Connecticut Trust Co., trustee of the estate of Frank C. Sumner, v. Robert 

O. Eaton, collector. U.S. district court, district of Connecticut.) 

O The statutory basis under the 1921 act for sale of trust property by the 
trustee should be ‘adjusted for depreciation sustained whether or not such 
depreciation was deducted in the return for the trust. (Old Colony Trust Co. 
v. White. District court of the United States, district of Massachusetts.) 

No deductible loss was sustained in the amount of the excess of the cost of 
rebuilding in 1920 a unit of a lumbering plant destroyed by fire in 1919 and the 
amount of insurance collected therefor. (Pelican Bay Lumber Co. v. David 
H. Blair, commissioner. U.S. circuit court of appeals, ninth circuit.) 

Debt resulting where a bank was compelled to make good a letter of credit 
issued upon an irrevocable guaranty by another bank covering a purchase by a 
customer of the latter, which the latter revoked and the former refused to 
accept, charged off in 1920, was held not to have been ascertained to be worth- 
less within the taxable year, where the guarantor was a going banking concern 
not shown to be insolvent in any sense of the term, and the taxpayer brought 
suit against it shortly after the charge-off. (American Trust Company, succes- 
sor to American National Bank, v. Commissioner. U.S. circuit court of appeals, 
ninth circuit.) 

Where the accrual basis upon which a corporation kept its books admittedly 
did not reflect true net income as used in a return under the option provided in 
sec. 13 (d), act of 1917, in that an item of inventory otherwise valued at cost or 
market, whichever was lower, was valued at a constant figure regardless of 
changes in cost or market value, income for 1917 must be computed on the 
cash-receipts-and-disbursements basis. (American Can Co. v. United i 
Detroit Can Co. v. United States; Missouri Can Co. v. United States. U. 
court of appeals, third circuit.) 

Loss from embezzlement over a period of years by an employee of the tax- 
payer in the business principally of collecting rents for clients is deductible as a 
bad debt in the year the employer was called upon to make good the defalca- 
tions and the amount was charged off upon determining that recovery could not 
be made from the employee, the money embezzled being trust funds belonging 
to the taxpayer’s clients. (John H. Farish and Co. v. Commissioner. U. S. 
circuit court of appeals, eighth circuit.) 

A hotel serving tea in its public rooms and furnishing music for dancing 
without charge of any kind for dancing, is not subject to the tax imposed on 
roof gardens, cabarets or other similar entertainment by sec. 800 of the 1918 
and 1921 acts. (The United States of America v. The Broadmoor Hotel Co., a 
corporation. U. S. district court, district of Colorado.) 

Intangibles consisting of trade marks, trade names, trade brands and good- 
will are not such property as is subject to obsolescence within the meaning of 
sec. 214 (a) (8), acts of 1918 and 1921. 
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Profit from the sale of old whiskey sold by a distiller in 1922 is not subject to 
the capital-gain provision of sec. 206, act of 1921, such property being stock in 
trade properly included in inventory. 

A distillery plant became obsolescent in 1921 when the Willis-Campbell act 
became effective and a permit to distill medicinal whiskey was refused, and 
obsolescence and depreciation should be allowed on warehouses in propor- 
tion to the reduction in useful and valuable capacity during each year. That 
a permit to distill medicinal whiskey may be issued at some future time is a 
hypothetical assumption contrary to fact. (Frederick C. Renziehausen v. 
Commissioner; Commissioner v. Frederick C. Renziehausen. U.S. circuit court 
of appeals, third circuit.) 

Two corporations were held not to be affiliated for 1920, the ownership by 
one company of 80%, of the stock of the other not constituting ownership or 
control of substantially all its stock. (Wadhams & Co. v. The United States. 
Court of claims of the U. S.) 

Profit from the sale in 1917 of realty acquired in 1915 by a corporation or- 
ganized in that year to acquire the assets of two railway companies by the issue 
of its capital stock dollar for dollar for the outstanding stock of the predecessor 
corporations was determined on the basis of the value of such realty carried on 
the books which was the original cost price to the predecessor corporation. 

Seaboard Air Line Railway Company v. United States. Court of claims of 
the United States.) 

Amounts charged in 1920 to the chief stockholders of a corporation repre- 
senting the balance of a contract which had proved worthless transferred by 
such stockholders to the corporation in exchange for stock, constitute contribu- 
tions of capital and are not deductible by the stockholders either as a loss or as a 
reduction in salary, as claimed by the taxpayers. (Warren E. Burns, Williard 
A. Walsh & Carl Schaetzer v. Commissioner. U. S. circuit court of appeals, 
fifth circuit.) 

A valid and completed gift of stock by the decedent to his wife over two 
years prior to his death in 1921 was consummated, no part of which should be 
included in the decedent’s gross estate, the court holding that the decedent in- 
tended to do whatever was necessary to complete the gift to his wife, and made 
sufficient delivery effectually to pass legal title where the transfers were re- 
corde n the corporate books and new certificates issued in the wife’s name, 
part o: which certificates were substituted for the old certificates of stock used 
as collateral by banks and the balance placed in the decedent's safe-deposit box 
to which the agent of his wife had access. That the wife had given to the dece- 
dent, prior to the transfers, power of attorney to sign or endorse the stock and 
to negotiate purchase and sale thereof, which power the decedent never exer- 
cised, or that the income thereof was used in the payment of the household 
expenses and for maintenance of a yacht, under powers of attorney, does not 
establish that the decedent did not part with dominion and control over the 
stock. (Norman W. Bingham, jr., et als., executors of the will of King Upton v. 
Thomas W. White, collector. District court of the U. S., district of Massa- 
chusetts. ) 

Share of 1919 profits credited to a salesman in addition to a salary on the 
books of a corporation under a contract to share profits and losses during the 
contract upon an accounting at the termination of the contract, which was 
terminated in 1921 when the losses exceeded the profits, is not deductible in 
1919, since under the terms of the contract the corporation never actually 
became liable for any amount of profits. (United States of America v. Block & 
Kohner Mercantile Co., a corporation. U.S. district court, eastern division of 
the eastern judic ial district of Missouri. ) 








Institute Examination in Law 


By SPENCER GORDON 


[The following answers to the questions set by the board of examiners of 
the American Institute of Accountants at the examinations of November, 
1928, have been prepared at the request of THE JOURNAL OF ACCOUNTANCY. 
These answers have not been reviewed by the board of examiners and are in 
no way official. They represent merely the personal opinions of the author.— 
Editor, THE JOURNAL OF ACCOUNTANCY. | 


EXAMINATION IN COMMERCIAL LAW 
NOVEMBER 16, 1928, 9 A.M. To 12:30 P.M. 
Answer no more than ten questions as directed. 
Give reasons for all answers. 

[ach question counts 10 points.) 

GRouP I 
The candidate must answer all the following questions: 


No. 1. Give the essential elements of a contract and define or explain each 
element. 


Answer: 

The essential elements of a contract are: 

(a) The parties must be of legal capacity. By this is meant that neither 
party can be under age, insane or acting under any disability that the law 
regards as rendering the party incapable of making a contract. 

(b) There must be an expression of mutual assent of the parties to a promise 
or set of promises. 

(c) There must be an agreed valid consideration. In order to have a valid 
consideration there must be a detriment incurred by the premisee or a benefit 
received by the promisor at the request of the promisor. Inthe case of mutual 
promises where each is the consideration of the other the promises are valid 
consideration if the promises given are for the performance of some acts which 
if executed would be a sufficient consideration for an obligatory contract. 

The word detriment as used above means giving away something which the 
promisee had a right to keep or doing something which he had a right not to do. 
The word benefit as used above means the receiving as the exchange for his 
promise of something which the promisor was not previously entitled to receive. 

That the promisor desired it for his own advantage and had no previous 
right to it is enough to show that it was beneficial. 

(d) The agreement must also not be declared void by statute or common 
law. An example of a contract declared void by common law would be one 
that is opposed to public policy, such as a contract in aid of a public enemy ora 
bootlegging contract. 

No. 2. Detroit, Michigan, October 2, 1928. 

Thirty days after date I promise to pay to the order of John A. Miller, 


five hundred and 00/100 dollars at the Second National Bank & Trust Co. 
GEORGE M. CHAPMAN. 
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Give the circumstances in which each of the following endorsements might 
have been made on the above note: 
(a) GEORGE M. CHAPMAN. 
(b) Pay to the order of Lester C. Mayer. 
GEORGE M. CHAPMAN. 
(c) Pay Lester C. Mayer only. 
GEORGE M. CHAPMAN. 
(d) Pay Industrial Savings Bank for deposit. 
GEORGE M. CHAPMAN. 
Answe’: 
here is a mistake in this question. Where ‘George M. Chapman” appears 


in (a), (b), (c) and (d) it should be ‘John A. Miller’’ and the question will be 


answered as if it were worded that way. 

a) Miller discounts the note to Mayer who, however, desires further to 
negotiate the note without the necessity of his, Mayer’s, endorsement and 
identification. Miller, therefore, endorses the note in blank, thus making it 
‘‘bearer paper.” 


] 


(b) Miller desires to pay a debt owing by himself to Mayer, but the latter 


does not desire the risk of holding bearer paper. Miller, therefore, endorses 

‘“‘specially,’’ thus requiring Mayer’s endorsement before it becomes again 
es 

negotiabie 


c) Mill 


puts on a restrictive endorsement which constitutes Mayer his agent and 


er has authorized Mayer to collect the note for him. He, therefore, 





practically prohibits further negotiation except for collection purposes. 

d) This is also a restrictive endorsement and results in making the bank 
the agent for collection, the proceeds to be credited to Miller’s account. 

No. 3. A client of yours leases a plot of land for a term of 21 years with 
a right to renew the lease for a further term of 21 years. Your client erects a 
building on his leased land. The building has an estimated useful life of 35 
years. The lease provides that upon the termination thereof the building 
shall become the property of the lessor. Under the federal income-tax law 
what yearly deduction, if any, could you take to cover the cost of the building 
to your client? 

Answer: 
e should deduct 1/35 of the cost each year if the building is used for busi- 

He should d g 
ness purposes. If the building is used as a residence he should not deduct 
anything. 

No. 4. Distinguish between a partnership, a joint stock association and a 
corporation. 

Answer: 

A corporation is an artificial entity brought into existence by the sovereign 
power of the state, and the individual liability of its members is completely 
eliminated unless some part of that liability is especially reserved by statutory 
or constitutional provision. Its members or shareholders can transfer their 
shares or interest to another without the consent of other shareholders. As 
such artificial entity it can take and hold title to property. It can sue and 


linitsname. It can sue its shareholders and be sued by its shareholders. 


be sue 

A joint stock association is formed by written agreement of individuals with 
each other, and its whole force and effect in undertaking and creating the 
organization rests upon the common-law-right and power of the individuals 
to contract with each other. The relation they assume is entirely the product 
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of their mutual agreement and does not depend upon any grant from the state. 
The individual liability of the members, therefore, remains intact unless there 
is express statutory authority for its elimination. A joint stock association 
does not hold title to real estate in its name but usually title is vested in trustees 
for the benefit of the association. The capital and ownership of a joint stock 
association are represented by shares of stock which are as in the case of cor- 
porations transferable at will. Asin the case of the corporation the death of 
a shareholder does not dissolve the association. Under the common-law 
rule a member of a joint stock association can not sue at law another member 
on a contract with the association nor could a member under the common law 
have sued the association. In some jurisdictions there are statutes which 
limit the formation of joint associations and these statutes have made them 
very similar to corporations. For example, they have permitted a mem- 
ber to sue the association in the same manner that a stockholder can sue 
a corporation and they have permitted the association to be sued in its own 
name whereas at common law this could not have been done. As in the case 
of a corporation a joint stock association can exist forever. 

A partnership is fundamentally based on the right of individuals to contract 
with one another and it does not derive its authority from the sovereign. It 
does not exist as an entity separate from its members and it can not sue or be 
sued in the partnership’s name. The members are usually known to each 
other and are bound together by ties of mutual confidence. The members of 
a joint stock association are not usually known to each other. The interest 
of a member of a partnership is not transferable at will as in the case of the 
interest of the member of a joint stock association or corporation and the death 
of a member of the partnership terminates the partnership. A partner as 
such may contract for the partnership and bind the other members indi- 
vidually. 

Generally those who deal with a stock association are supposed to know 
that authority to manage its business is conferred upon its managers or direc- 
tors and that a shareholder as such has no power to contract for the association. 


No. 5. Best made a promissory note jointly with Kelly for Kelly’s ac- 
commodation. Kelly altered the note into the note of a corporation, in which 
both were officers, forging other signatures and causing Best’s signature to 
appear as that of a personal endorser of the note. The X bank, a holder, in 
due course, sued Best personally upon this endorsement. Could it recover? 


Answer: 

X bank could not hold Best liable as an endorser on the note of the corpora- 
tion, for the corporation's signature was forged and Best’s signature as an 
endorser was also forged. The negotiable-instruments law provides that 
where a signature is forged or made without authority no right to enforce 
payment thereof against any party thereto can be acquired through or under 
such signature. This section, however, goes no further than to make such 
signature inoperative and to bar the enforcement of a right founded thereon. 
It does not purport to declare the instrument void nor the genuine signatures 
thereon inoperative. Another section provides that where a negotiable 
instrument has been materially altered without the assent of all parties thereon 
except as against a person who has assented thereto it is avoided, and provides 
further that when an instrument has been materially altered and is in the 
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hands of a holder in due course, not a party to the alteration, he may enforce 
payment thereof according to its original tenor. Possibly, therefore, the X 
Bank could hold Best to his liability according to the original tenor of the note 
which would be as an accommodation maker. 


GROUP II 


The candidate must answer five of the following questions: 


d » = 

No. 6. Jones lent Smith $50. At the time Jones stated that he owed 
Fisher $50 which he had promised to pay the next day. Smith in considera- 
tion of the loan promised Jones that he would pay the $50 to Fisher the next 
day, which, however, he failed to do. Fisher sued Smith on Smith's promise 
to Jones. Could he recover? 

Answer: 

This is a contract for the benefit of a third party of the type known as the 
debtor-creditor type. In some jurisdictions the third party can recover and 
in some jurisdictions he can not. 

No. 7. A owes B $10,000. B takes out a policy of $10,000 insuring the 
life of A. Subsequently A pays the loan in full but B continues the policy. 
Is it valid? 

Answer: 

No. While A was a debtor of B the latter had an insurable interest in A’s 
life. When the debtor-creditor relationship ceased there was no longer an 
insurable interest. 

No. 8. What is a bill of sale? 

Answer: 

A bill of sale is a writing in the form of a receipt acknowledging payment 
of the consideration for the property therein described and showing a present 
transfer of title from the seller to the buyer. 

No. 9. In what circumstances is it necessary for a holder to present a bill 
of exchange for acceptance? 

Answer: 

The negotiable-instruments law provides that presentment for acceptance 
is necessary only (1) where presentment is essential to fix the maturity of the 
instrument; (2) where the bill expressly stipulates that it shall be presented 
for acceptance, or (3) where the bill is drawn payable elsewhere than at the 
residence or place of business of the drawee. 

No. 10. Are dividends on stock of corporations taxable under the federal 
income-tax law when received (a) by an individual, (b) by a corporation? 
Answer: 

(a) Dividends are taxable to individuals. They are subject to the surtax 
but not the normal tax. 

(b) Dividends are not taxable to a corporation. 

No. 11. X, stockbroker, is insolvent but refuses to make an assignment 
for the benefit of his creditors, or to take any other action. Is there any way 
by which his creditors can bring about a distribution of X’s assets pro rata 
between them? 

Answer: 

Yes. By filing an involuntary petition in bankruptcy against X. There 

must, however, be an act of bankruptcy in order to do this. Permitting, 
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while insolvent, any creditor to obtain a preference through legal proceedings, 
and not having at least five days before a sale or final disposition of any prop- 
erty affected by such preference vacated or discharged such preference, would 
be an act of bankruptcy. 


No. 12. You enter into an agreement with the Y corporation to purchase 
100 shares of its preferred stock at its par value of $100. The Y corporation 
agrees upon receiving payment to issue to you the 100 shares of preferred 
stock and 10 shares of its fully paid non-assessable common stock of the par 
value of $10. Upon payment you receive the stock, the common stock having 
printed across its face the words “Fully paid and non-assessable”. Subse- 
quently the Y corporation becomes insolvent and its trustee in bankruptcy 
sues you to recover $100, the par value of the common stock. Can he recover? 


Answer: 
Yes, the trustee can recover. It is a fraud on creditors for a corporation to 
issue stock as fully paid for less than its par value. This is the rule unless the 


corporation is expressly authorized by its charter or by a general statute to 
issue stock in the manner described in this question. 

No. 13. A held the note of B for $300 due August 15, 1928. On July 5, 
1928, A accepted from B $275 in full payment of B’s note. Subsequently in 
August A sought to collect a balance of $25 from B. Would he succeed? 
Answer: 

No. A was not bound to pay anything prior to August 15, 1928. Payment 
by him of $275 on July 5, 1928, in full payment of the note, therefore, discharged 


his obligation. 
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ILLINOIS ACCOUNTANCY EXAMINATION 


This department has received several requests to solve the following prob 
lems which were given by University of Illinois board of examiners in account- 
ancy in the examination in theory of accounts and practical accounting on 
November 22 and 23, 1928. 


Problem: 

The Hill and Dale Realty Company was incorporated on January 1, 1928, 
for the purpose of buying and selling real estate. Its activities to date have 
been confined to the purchase of three tracts of land, two of which have been 
improved and divided into lots. These tracts are known as the Pelham Park 
Subdivision, Arlington Hills Subdivision and the Oak Terrace Subdivision. 
Pelham Park and Arlington are now being sold and it is the intention of the 
company to improve and put on the market the Oak Terrace Subdivision some- 
time in 1929. The sales that have been made to date are all on instalment 
contracts. 

The company has called upon you to audit its books and records. The 
following trial balance was abstracted from the company’s general ledger at 
December 31, 1928: 


Particulars Debits Credits 
ear ; $371,396.60 
Capital stock outstanding $500,000 .00 
Pelham Park Land 100,000 .00 
Arlington Hills land. 67,500.00 
Oak Terrace land... 28,800.00 
Pelham Park improvements 32,000 .00 
Arlington Hills improvements 24,000 .00 
Furniture and fixtures 1,200.00 
Auto bus....... 2,850.00 
R. E. Hill 12,400.00 
W. H. Dale ' 11,800.00 
Salesmen’s commissions 20,475.40 
Office salaries ; 14,200.00 
Interest paid. . 4,350.00 
Legal expense... ; 1,950.00 
Receipts on Pelham Sales contracts 139,304.00 
Receipts on Arlington Hills sales contracts 70,288 .00 
Telephone and telegraph 620.00 
Stationery and printing 1,125.00 
Advertising... 14,925.00 


$709,592.00 $709,592.00 


An examination of the land-purchase contracts reveals the following: 
Pelham Park land purchased February 1, 1928: 
Cost of land, 200 acres at $1,000.00 per acre, $200,000.00 
50% payable in cash 
10% payable on February 1, 1929 
10% payable on August 1, 1929 
10% payable on February 1, 1930 
10% payable on August 1, 1930 
10% payable on February 1, 1931 
Interest payable semi-annually on February 1st, and August Ist, at 6% 
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Arlington Hills land purchased February 15, 1928: 
Cost of land, 150 acres at $750.00 per acre, $112,500.00 
60% payable in cash 
20% payable on February 15, 1929 
20% payable on February 15, 1930 
Interest payable semi-annually on February 15th, and August 15th, at 6% 
Oak Terrace land purchased September 1, 1928: 
Cost of land, 60 acres at $800.00 per acre, $48,000.00 
60% payable in cash 
20% payable on September 1, 1929 
20% payable on September 1, 1930 
Interest payable semi-annually on September 1st, and March Ist, at 6 % 
All of the above contracts provide that the company may resell 50% of the 
land before it has entirely paid for the whole tract; after 50% of the tract has 
been sold, all unpaid amounts to the original vendor become due immediately. 
Future expenditures for improvements on the developed properties, in addi- 
tion to those already on the books, not including interest and taxes, were 
estimated as follows: 


Pelham Park. . $24,000 .00 
Arlington Hills 30,600 .00 


The plat of the Pelham Park Subdivision shows that there are 800 lots, to be 
sold at $1,000.00 each, while the plat of the Arlington Hills subdivision indicates 
that there are 600 lots, to be sold at $900.00 each. 

Estimates were obtained indicating that the company’s portion of the ac- 
crued real-estate taxes for 1928 was as follows: 


Pelham Park... anh ... $3,600.00 
Arlington Hills. . , 1,950.00 
Oak Terrace... .. seni aaetene 320.00 

i eee TE .... $5,870.00 


Taxes and interest on the undeveloped tract are to be capitalized; but on the 
developed tracts they are to be treated as expenses for the current year. 

The general ledger of the company does not show the amount of sales; 
however, an individual ledger card is kept for each lot purchased, having 
thereon the contract price and all payments received. An analysis of these 
cards follows: 

Pelham Park: 
Active contract accounts on which all instalments of prin- 
cipal and interest have been paid to date— 


Lots sold: 356 at $1,000.00 each... ......+. $356,000.00 
Payments on principal........ errr 
Interest payments..... iar e tee 3,566.00 


Forfeited payments. . rere fae. e 2,826.00 


Arlington Hills: 
Active contract accounts on which all instalments of prin- 
cipal and interest have been paid to date— 


Lots sold: 212 at $900.00 each................... $190,800.00 
Payments on principal . yized i pen 67,416.00 
Interest payments..... shorget atcatatere 1,272.00 
Forfeited payments... ea! MOF 1,600 .00 


Income from sales is to be computed on the instalment basis and the same 
method should be followed in ascertaining the income tax for the year. All 
sales were instalment sales as defined by the statute. In the case of forfeited 
contracts, the buyer can not recover the instalments already paid by him. 
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Salesmen are entitled to commissions of 10% on the cash received on account 
of principal. All commissions due had been paid at December 31, 1928. 

The legal expenses in connection with the purchase of land consist of the 
following: 


Pelham Park $400 .00 
Arlington Hills 300.00 
Oak Terrace 300 .00 
Legal expense in connection with preparation of form 
of sales contract 450.00 
Legal expense in connection with organizing of com 
pany 500 .00 
$1,950.00 
The first three items should be capitalized; the last two items should be re- 


garded as current expense 

In verifying the expenditures for fixed assets, you find that the $2,850.00 
on the books for auto bus represents the initial payment and that the bus was 
purchased on December 31, 1928, for $9,500.00, the balance being due in ten 
equal instalments of $665.00 each on the 31st of each month. 

Depreciation on furniture and fixtures should be provided on the basis of 
10% per annum. The equipment was purchased at various dates between 
January 1, 1928, and December 31, 1928 

The minutes provide that the officers, R. E. Hill and W. H. Dale, are to 
receive $15,000.00 each for their services during 1928. These salaries have 
not been expressed on the books. 

Prepare the balance-sheet of the company as at December 31, 1928, and a 
statement of profit and loss reflecting as nearly as possible the profit on each 
subdivision. 


Solution: 
The following adjusting journal entries are given for the purpose of explaining 


the adjustments in the working papers on pages 382 and 383: 


1) 
Pelham Park land $100,000.00 
Arlington Hills land 45.000 .00 
Oak Terrace land 19,200.00 
Land contracts payable—due 1929 $72,100.00 
Land contracts payable—due 1930-1931 92,100.00 


To charge land accounts with the balance of 
cost and to set up the liability under the purchase 
contracts. 


) 
Oak Terrace improvements 384.00 
Interest paid 3,512.50 
Accrued interest payable 3,896.50 
lo set up accrued interest payable. 
3) 
Pelham Park improvements 24,000.00 
Arlington Hills improvements 30,600 .00 
Reserve for future expenditures for improve 
ments: 
Pelham Park 24,000 . 00 
Arlington Hills 30,600 . 00 


To charge improvements with proposed addi 


tional improvements. 
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(4) 
Oak Terrace improvements. 
Taxes. 
Reserve for taxes... a Sisie Ratheatne 
To set up a reserve for estimated accrued real 
estate taxes for 1928. 
(5) 
Contracts receivable—Pelham Park 
Contracts receivable—Arlington Hills 
Sales—Pelham Park 
Sales—Arlington Hills 
To record the sales of lots, and contracts re- 
ceivable. 
(6) 
Receipts on Pelham Park sales contracts 
Contracts receivable—Pelham Park 
Interest received—Pelham Park 
Forfeited payments—Pelham Park 
To distribute the receipts on Pelham Park 
sales contracts. 
(7) 
Receipts on Arlington Hills contracts 
Contracts receivable—Arlington Hills 
Interest received—Arlington Hills 
Forfeited payments—Arlington Hills 
To distribute the receipts on Arlington Hills 
sales contracts. 
(8) 
Pelham Park improvements 
Arlington Hills improvements 
Oak Terrace improvements 
Legal expense 
To charge land accounts with the legal ex- 
penses incurred in connection with the purchase. 
(9) 
Auto bus 
Purchase contract—auto bus 
To set up the liability on the auto bus. 
(10) 
Depreciation—furniture and fixtures es 
Reserve for depreciation—furniture and fixtures 
To write off depreciation on furniture and fix- 
tures acquired during the year. 
(11) 
Officers’ salaries . . 
R. E. Hill 
W. H. Dale 
Accrued salaries of officers 
To record officers’ salaries for the year 1928. 
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320.00 
5,550.00 
$ 5,870.00 


356,000 .00 


190,800 .00 
356,000 . 00 
190,800.00 


139,304.00 
132,912.00 


3,566.00 
2,826.00 
70,288.00 
67,416.00 
1,272.00 
1,600.00 
400.00 
300 .00 
300 .00 
1,000 .00 
6,650.00 
6,650.00 
60.00 
60.00 
30,000 . 00 
12,400.00 
11,800.00 
5,800 .00 
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THE HILL AND DaLe 
Working papers, 


Trial Balance 
December 31, 1928 


Particulars Dr Cr. 

Cash eee eee $371,396.60 

Capital stock outstanding $500,000 . 00 
Pelham Park Land . 100,000.00 

Pelham Park improvements 32,000.00 

Arlington Hills land 67,500.00 

Arlington Hills improvements 24,000 . 00 

Oak Terrace land 28,800.00 

Oak Terrace improvements 

Furniture and fixtures 1,200.00 

Auto bus 2,850.00 

R. E. Hill 12,400.00 

W. H. Dale 11,800.00 

Salesmen's commis 20,475.40 

Office salaries 14,200.00 

Interest paid 4,350.00 

Legal expense 1,950.00 

Receipts on Pelham Park sales contracts 139,304.00 
Receipts on Arlington Hills sales contracts 70,288.00 
Telephone and telegraph 620.00 

Stationery and printing 1,125.00 

Advertising ...... 14,925.00 


$709,592.00 $709,592.00 


Land contracts payable—due 1929 


Land contracts payable—due 1930 and 1931 

Accrued interest payable 

Reserve for future expenditures for impr 
ments: 


Pelham Park 
Arlington Hills 


Taxes 

Reserve for taxes 

Contracts receivable—Pelham Park 
Contracts receivable—Arlington Hills 


Sales—Pelham Park 
Sales—Arlington Hills. . 

Interest received—Pelham Park 
Forfeited payments—Pelham Park 
Interest received—Arlington Hills 
Forfeited payments—Arlington Hills 


Purchase contract—auto bus 
Depreciation—furniture and fixtures 
Reserve for depreciation—furnitur nd fix 


tures 
Officers’ salaries 
Accrued salaries of officers 


Cost of lots sold—Pelham Park 
Cost of lots sold—Arlington Hills 
Land and improvements: 


Pelham Park 
Arlington Hills 
Profit and loss: 
Pelham Park 
Arlington Hills 
Deferred profit on instalment sales 


Transfer to general profit and loss 
Profit on Pelham Park lot sales 
Profit on Arlington Hills lot sales 


Net profit before provision for federal in- 
come taxes 


Federal income taxes for year. 
, 


Federal income taxes payabl 


382 


Adjust- 


Dr. 


(1) $ 100,000 
3 


24,000 
8) 400 
(1) 45,000 
(3) 30,600 
(8) 300 
(1) 19,200 
(2) 384 
(4) 320 
(8) 300. 
(9) 6,650 
(2) 3,512. 
(6) 139,304 
(7) 70,288 
(4 5,550 
5 356,000 
5 190,800 
10) 60 
11) 30,000 
12 114,098 
12) 59,148 
13 151,588 
13 85,134 


$1,432,637 


.00 
00 
00 
00 
00 
00 

.00 

00 

00 

00 


00 


00 
00 


00 


00 
00 


00 


00 
00 
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REALTY COMPANY 
December 31, 1928 


ments 


th oe ome 


(3) 
(3) 


(4) 
(6) 
(7) 
(5) 
(5) 
(6) 
(6) 
(7) 
(7) 


(9 


(10) 


cz. 


12,400 
11,800 


1,000 


72,100 
92,100 


3,896. 


24,000 
30,600 


5,870 
132,912 
67,416 
356,000 
190,800 
3,566 
2,826 
1,272 
1,600 
6,650 


60 


5,800 


114,098 
59,148 


236,723. 2 


$1,432,637 


00 
00 


00 
00 
50 


00 
00 


00 
00 
00 
00 
00 
00 
00 
00 
00 
00 


00 
00 
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Profit and loss 
Pelham Arlington Balance-sheet 
Park Hills General Dr. crn 
$ 371,396.60 
500,000 .00 
200,000 .00 
56,400 .00 
112,500.00 
54,900.00 
,000 .00 
1,004.00 
1,200.00 
9,500.00 
$13,573.80 $6,901 .60 
$14,200.00 
5,500.00 2,362.50 
950.00 
620.00 
1,125.00 
14,925.00 
72,100.00 
92,100.00 
3,896.50 
24,000 . 00 
30,600.00 
3,600 .00 1,950.00 
5,870.00 
222,088.00 
123,384.00 
356,000 .00* 
190,800 .00* 
3,566.00* 
2,826.00* 
1,272.00* 
1,600 .00* 
6,650.00 
60.00 
60.00 
30,000 .00 
5,800.00 
114,098 .00 
59,148.00 
114,098.00 
59,148.00 
151,588.30 
85,134.96 
236,723.26 
$74,031.90 74,031. 90* 
$38,174.94 38,174.94* 
$50,326.84 50,326.84 
y 6,765.22 
6,765.22 





$1,208,137.82 $1,208,137.82 
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(12) 
Cost of lots sold—Pelham Park 
Cost of lots sold—Arlington Hills 
Land and improvements—Pelham Park 
Land and improvements—Arlington Hills 
To record cost of lots sold: 


Arlington 

Pelham Park Hills 

$200,000.00 $112,500.00 
56,400.00 54,900.00 


Cost of land 
Improvements 


Total cost $256,400.00 $167,400.00 
Lots in plat 800 600 
Cost per lot $ 320.50 $ 279.00 
Lots sold 356 212 


Cost of lots sold $114,098.00 $59,148.00 


(13) 
Profit and loss—Pelham Park 
Profit and loss—Arlington Hills 
Deferred profit on instalment sales 


To defer unrealized profit on instalment sales: 
I 


Arlington 
Pelham Park Hills Together 
Sales $356,000.00 $190,800.00 $546,800.00 
Cost of sales 
356 lots at $320.50 114,098.00 
212 lots at $279.00 59,148.00 173,246.00 


$241,902.00 $131,652.00 $373,554.00 


° 


Percentage of gross 


proht 67.95 69 00°; 
Collections $132,912.00 $67,416.00 $200,328.00 
Realized gross 

profit $ 90,313.70 $ 46,517.04 $136,830.74 
Deferred profit 151,588.30 85,134.96 236,723.26 


Total gross profit 


$241,902.00 $131,652.00 $373,554.00 


$114,098 .00 
59,148.00 
$114,098 .00 
59,148.00 


Computation of federal income taxes 


Profit for the year ended December 31, 1928 (ex- 
hibit ‘‘B’’) 


384 


$50,326.84 
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Add: Non-deductible items: 
Organization expenses............ $ 500.00 
Estimated accrued real-estate taxes for 
1928... sowed hae eae 5,550.00 $6,050.00 
Taxable income. . , pubs nce lc cee $56,376.84 
a gc aa ow dikm a wees Bis tee See : 12 
Reece Catt DONNER. 0.5 i vc vende kdedesansernne 


$6,765.22 


Exhibit “‘A” 
Tue HILt AND DALE REALTY COMPANY 
Balance-sheet, December 31, 1928 














Assets 
Current assets: 
Cash 5 ail Se a 0 te ds ce ta a aa $371,396.60 
Contracts receivable: 
Pelham Park ocular $223,088.00 
Arlington Hills. .... 123,384.00 346,472.00 $ 717,868.60 
Land and improvements: 
Pelham Arlington Oak Terrace 
Park (being Hills (being (not on 
marketed) marketed) market) 
Cost of land P $200,000.00 $112,500.00 $ 48,000.00 
Cost of improvements 56,400.00 54,900.00 1,004.00 
Total $256,400.00 $167,400.00 $ 49,004.00 
Charged cost of sales 114,098 .00 59,148.00 














Inventory $142,302.00 $108,252.00 $ 49,004.00 299,558.00 
Fixed assets: 
Furniture and fixtures i $ 1,200.00 
Less: Reserve for depreciation 60.00$ 1,140.00 
Auto bus 9,500.00 
—__—- 10,640.00 
$1,028,066 .60 
Liabilities and net worth 
Current liabilities: 
Accrued interest payable $ 3,896.50 
Reserve for real-estate taxes 5,870.00 
Officers’ salaries accrued. . 5,800.00 
Federal income taxes payable 6,765.22 
Purchase contract—auto bus 6,650.00 
Land contracts payable—due 1929: 
Pelham Park $ 40,000.00 
Arlington Hills 22,500.00 
Oak Terrace....... 9,600.00 72,100.00 
$ 101,081.72 
Land contracts payable—due in 1930 and 1931 92,100.00 
Reserve for future expenditures for improvements: 
Pelham Park ee re $ 24,000.00 
Arlington Hills 30,600.00 54,600 .00 
Deferred profit on instalment sales 236,723.26 
Net worth: 
Capital stock outstanding $500,000.00 
Surplus: 
Profit for the year ended December 31, 1928 
(exhibit ‘*B"’) bie takki aks Darn ee oo $ 50,326.84 
Less: Provision for federal income taxes 6,765.22 43,561.62 543,561.62 
$1,028,066. 60 
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COMPUTATION OF COST OF SALES 


Problem: 


The general manager of the Paratex Sales Company hands you the following 
statement, prepared by the company’s bookkeeper, with the request that you 
recompute the cost of sales for the nine months ended September 30, 1928. 


Inventory, December 31, 1927 (physical count, prices based an 


actual costs incurred for year 1927). ............0.cceveee $ 35,261.18 
Merchandise purchases, January 1, 1928, to September 30, 1928, 
at actual OO :.. iii sis ccewiacees 4eeene eee 212,945 .30 
Total... prt f ‘esacoh mice secu rebel ee $248,206.48 
Less: 
Book inventory at September 30, 1928, resulting 
from estimated cost of sales................ $34,211.76 
Adjustment to raise to physical inventory at same 
BIS o.6. 5 mba bok 8 SSO He dw Rice Gere eee 25,366.09 
Total, representing physical aianeted oo 
at last year’s unit costs....... ‘ 59,577.85 
oe 2 ee eee er mane st ote $188,628.63 


In explanation of the statement the general manager says that during the 
year monthly statements of profit and loss were prepared, although no physical 
inventory was made until September 30th. The monthly costs of sales were 
estimated figures and were obtained by multiplying the number of units sold 
by the unit prices contained in the physical inventory of December 31, 1927. 
However, the unit costs of merchandise purchased during the year have de- 
creased and the estimated cost of sales was therefore overstated. The general 
manager states further that the physical inventory of September 30, 1928, 
was not priced at the actual costs incurred during 1928, but that the prices 
employed were the same unit costs as appeared in the December 31, 1927, 
inventory. He thus concludes that the bookkeeper’s estimate of cost of sales 
at September 30th has resulted in an understatement of the true cost of sales. 

Upon inquiry you find that all the items in the inventory of December 31, 
1927, were disposed of prior to September 30, 1928, and that the inventory at 
the latter date is fairly representative of the purchases made during the nine- 
montis period. 


Solution: 

An analysis of the data given shows: 
Inventory, December 31, 1927 (physical count, prices based on 

actual costs incurred Gar ORT BRAT) osc ac-o565c0eceusnsss $ 35,261.18 
Merchandise purchases, January 1, 1928, to September 30, 


PUD, Oe OE IEE onc se ices ccs wtdwn eyes eee 212,945.30 
sy ft: St erred errata $248,206.48 
Less: Book inventory at September 30, 1928 (resulting from 
estimated cost of sales, based on unit prices in the physical 
inventory of December 31, 1927)... cccccssecvecssccs 34,211.76 
Cost of sales at prices based upon the unit prices used in the 
mventory of December 31, 1927 . ...... 06. 6 cccccescens ... $213,994.72 
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Less: Merchandise included in inventory of December 31, 1927 


The amount at which the purchases, January 1, 1928, to Sep- 
tember 30, 1928, were charged to cost of sales... . 
Add: Physical inventory, priced at last year’s unit costs. 


The amount of purchases priced at the unit prices used in the 
permite aE Se BA, DIET occ is ce ccdvasewivenss 

Deduct: Actual cost of the merchandise purchased, January 1, 
Ta Ul IEE DO, BIG oo ee iwccccsceesices ews 


Adjustment, per books, resulting from the overpricing of pur- 
Ny. 6 2S ac ee NERY OOM abe ei s.ae Reena e oneal we 


$35,261.18 


$238,311.39 


212,945 . 30 


$ 25,366.09 


The actual cost of purchases applicable to cost of sales and the inventory 
at September 30, 1928, may now be obtained by prorating the cost as follows: 


At unit 
prices used 
in inventory 
of December 





Particulars 31, 1928 Percentage 
Purchases charged to cost of sales. $178,733.54 75% 
Inventory, September 30, 1928.... 59,577.85 25% 
5 EE Re Pare ee a oe" $238,311 39 100° 0 


The cost of sales is, therefore: 
Inventory, December 31, 1927. . 
Purchases charged to cost of sales. 


Cost of sales.... 


Another method which may be used follows: 


$25,366.09 (amount of over-pricing) 


$238,311.39 (purchases at December 31, 1927, prices) 


~ times $59,57 


Cost 
$159,708.98 
53,236. 32 


$212,945.30 


$ 35,261.18 
159,708.98 


$194,970. 16 


7.85 (physi- 


cal inventory at last year’s unit costs)= $6,341.53 (the amount of overpricing 
applicable to the inventory at September 30, 1928, priced at last year’s unit 


costs). 

Computation of cost of sales: 
Inventory, December 31, 1927....... 
UN ss Oa gc ahensess tees 


(Ce eres oe wis 

Deduct: Inventory, September 30, 1928: 
Inventory priced at 1927 prices........... 
Less: Over-pricing (per above)... .. 


$59,577.85 
6,341.53 


$ 35,261.18 
212,945.30 


$248,206.48 


53,236.32 





EE ee eee Gee ee Oe ee eee 


$194,970.16 
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CORPORATION PROFITS, by Laurence H. Stoan. Harper & Bros., 
New York. 365 pages. 

Corporation Profits is such a book as one might expect, or at least hope for, 
from the head of a high-class commercial-statistics organization. 

The title is inadequate; the author has obtained statistics for 1926 and 1927, 
covering five hundred and fifty of the largest corporations in this country, 
and has prepared therefrom composite balance-sheet and profit-and-loss ac- 
count, tables of comparative figures (for individual corporations) of earnings, 
of all kind of assets and liabilities, of depreciation provisions, cash position, 
etc. One can not imagine any instructive comparison to be obtained from 
published figures that is not in this book. The sensation of the reader is that 
of wallowing in information. 

As a basis for statistical comparisons the author has considered all capital 
stock and surplus and all funded debt as invested capital; he has considered as 
“net profit’’ that which is usually called ‘‘ net operating profit,’’ or profit before 
bond interest and amortization of bond discount. This plan has the merit of 
bringing to an equivalent basis the profits of corporations having varying 
capital structures, but it should be kept in mind while reading the book or some 
of the figures will mislead. With each set of figures the author gives explana- 
tions and comment, but offers at this point no opinion of a controversial char- 
acter. The comment is thoughtful and sensible. After completing a section 
the author does a strange and admirable thing; he offers his perhaps con- 
troversial opinion under a bold central heading, “ Opinion,” carefully separating 
ascertained facts from his own judgment. 

Generally the opinions given are sound; there is evidence that his mind is 
tinctured by the predilections of a statistician; thus he is exercised over the 
variation in ratio of depreciation provision to property investment, saying that 
“there is a total lack of consistency in the reporting of depreciation and de- 
pletion,” and ‘‘a corresponding lack of consistency in the amounts which various 
corporations allow for depreciation."’ This is exaggerated; and when theauthor 
says, on page 54, that “in the majority of cases the corporations which allow 
materially less than 534 per cent. of property valuation for depreciation” 
are subject to suspicion, one feels that too little weight has been attached to 
the variance of conditions as between corporations. The two thirds of one 
per cent. is a characteristic statistician’s touch. So is the weight given to 
computations of percentage of depreciation to total amount of property valua- 
tion where that valuation is net after deducting depreciation to date. Depre- 
ciation rates should be computed on original value. 

If there has been any benefit to accounting from the federal income-tax 
laws, it is the improvement of the methods of computing ordinary depreciation; 
decent corporations are now fairly consistent, although perfection is still a 
little way off. 

To accountants the author has much to say, all worthy of consideration; he 
jeers at a textile corporation that carried an entry “depreciation on apprecia- 
tion on machinery and equipment,’’ saying that it first wrote up the asset value 
and now is engaged in the task of writing it down again, in which jeering I 
humbly join, 
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Then the inconsistency of terminology is attacked; the terms in which com- 
panies describe the opening item of their published earnings statements are 
shown to be. of much variety. There is too much variety; but a general term 
for gross income, applicable equally to amusement concerns, shipping com- 
panies, telegraph and radio companies, and other commercial enterprises 
would necessarily be lacking in precision. Some variety is desirable. 

After all his excellent analytical work the author is unwise enough to issue a 
‘‘challenge,”’ in which he says that his objections to insufficient and misleading 
reports of corporations could be corrected by following the form of an “ideal”’ 
financial report which he offers. This ideal form is below par; to give a single 
instance, reserves for bad debts and for inventory adjustments are to be taken 
up as current liabilities. A company, with a given amount of accounts re- 
ceivable, of which half were uncollectable and covered by reserve, that did not 
owe one cent to anyone, would, under the author’s arrangement, have a ratio 
of current assets to current liabilities of 2 to 1, from which it may be deduced 
that, as there were no liabilities, there were current assets equal to 0 > 2=0. 

However, there is so much to be grateful! for in this book that petty cavil at 
minor blemishes is in bad taste. The author's desire for bigger and better 
annual reports of corporations should have the support of accountants. 

The printing, arrangement and indexing are good; the proofreading is not 
quite so good. Item 4 of assets in the balance-sheet, page 341, should be 
corrected in the next edition. 

F. W. THORNTON. 


INCOME TAX PROCEDURE, 1929, by RoBert H. MonTGOMERY. The 

Ronald Pre Co., New York. 738 pages. 

Income-tax Procedure, 1929, is a supplement to the author’s 1927 book of the 
same name and brings up to date the procedure for determining net income and 
tax, the preparation of returns and payment 

The subject matter is divided into four parts, as follows: part I, application 
and administration; part II, income; part III, deductions; part IV, special 
classes of taxpayers. The appendix contains the revenue acts of 1928 and 1926 


and parallel references showing corresponding sections of 1926 and 1928 acts, 


as well as corresponding articles of regulations 69 and 75. As is usual with the 
works of this author, the book is well indexed, making easy the task of finding 
} 


any desired subject. 

Colonel Montgomery’s works on the subject of income taxes, accounting and 
finance are so well known not only to the accountancy profession, but to the 
business world, that the difficulty of adequately describing one of them in the 
brief limits of a review will be generally appreciated. 

In the pursuance of my duties as an accountant, I had occasion, a few years 
ago, to go toa small town in a remote corner of the country. I had not been in 
the client’s office long before I noticed a bookcase in which were several volumes 
of Colonel Montgomery’s books on accounting, auditing and income taxation. 
Upon asking the client if the display of accounting books had just recently 
been placed in the bookcase as a graceful gesture of welcome to me, I was in- 
formed that those books were for his own information and guidance. To the 
question whether he had read any of them from cover to cover or not he replied 
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in the negative, but said that he used them to post himself on any problem with 
which the books dealt that might arise in his business. His reply, it seems, 
reveals the true reason for the popularity of the works of this author. They 
are invaluable as commentators and references upon the subjects of which they 
treat. 

Furthermore, the author has no illusions as to the infallibility of interpreta- 
tions of the law by those who promulgate the regulations and rulings. In this 
respect his works upon federal taxes have been a spur to the practitioner’s own 
initiative and have, in many instances, prevented acceptance without question 
of many of the regulations the purport of which were obviously in disagreement 
with the language of the law itself. Anyone who reads the decisions of the 
courts, released from week to week, realizes how often one has accepted without 
objection certain regulations and rulings that later, when put to the test, were 
found to be erroneous. In the author’s former books much was found to give 
their readers warning of such erroneous rulings and thus put them on guard 
against a feeling of too great security in the fiats laid down in the commissioner’s 
interpretations. It is cheerfully acknowledged that the task of the commis- 
sioner has been very heavy and that one must admire the way in which many 
abstruse sections of the acts have been clarified in the regulations, but it is be- 
lieved that no body of men could perform a task of such magnitude without 
error, and a good tax practitioner has not conscientiously discharged his duty 
to his client if he permits him to pay a tax not intended by the law. 

Commendation of Colonel Montgomery’s 1929 volume on federal income-tax 
procedure can be unreserved. To the student it will be a great aid and to the 
practitioner a handy and reliable book of reference. 

STEPHEN G. Rusk. 


FEDERAL INCOME TAXATION, by Josepu J. Kier. John Wiley & Sons, 

Inc., New York. 2353 pages. 

A young entrant into the accountancy profession recently inquired of THE 
JouRNAL oF ACCOUNTANCY what books he should acquire for his library to 
enable him to get a grasp of the subject of federal income taxation. The 
inquirer admitted that he was not versed in the lore of taxation of this nature, 
but intended to apply himself with zeal to master the subject. To one who has 
had more or less constant contact with federal tax problems, which began with 
the act of 1909, and has acquired through the years since then whatever is 
known to him of the subject, the task of advising the aspirant seemed par- 
ticularly arduous. A reply having been attempted which it was hoped would 
be, at least, helpful, it seemed that he would be a courageous student who would 
not be daunted by a task of such proportions. 

At that time Doctor Klein’s book, Federal Income Taxation, had not been re- 
leased and made available to the public. Had this book come to my attention, 
I should have felt that my responsibility as advisor would have been appre- 
ciably lightened, for Doctor Klein has made, in my opinion, a distinctive con- 
tribution to the lore upon the subject of which his book treats. 

It has always been presumed that a reviewer of a book must have carefully 
read and thoroughly digested all that it contains. In justice to Doctor Klein it 
is admitted that it has not been done in this case, but a careful search through 
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its pages has been made to observe the character of the information it contains, 
the method in which it is presented and the style of the writer. 

Doctor Klein states in his opening paragraphs that “this book deals pri- 
marily with the recent series of federal income-tax acts and particularly with 
the revenue act of 1928."’ The opening chapter is entitled ‘‘ History of the 
income tax’’ and its paragraphs deal briefly with the numerous income-tax acts 
from those of 1861 and 1862 to the present act of 1928. The second chapter is 
entitled “‘ Bird’s-eye view of the 1928 act,’’ a reading of which prepares the 
way for the more serious contemplation of the subject. Subsequent chapters 
lead one easily to part II which deals with gross income, deductions, credits 
against income, etc. 

Doctor Klein’s style of presentation of the subject is, of course, clear and 
concise, a talent which, it is presumed, was highly developed during the years 
in which he presented the subject to the students to whom he lectured. This 
attribute is illustrated by the able manner in which the statutes of limitations 
are explained. It was thought by this reviewer that the author’s treatment of 
the subject of these limiting statutes would prove a fair test of his clarity of 
style, and upon reading his presentation no lingering doubt remained of his 
ability to make plain to students’ minds the purpose and effect of the limita- 
tions on the assessment and collection of federal income taxes. 

An idea of the inclusiveness of the information revealed in this work may be 
gained from the following list of topics: part I, preliminary topics; part II, 
factors in the determination of the tax; part III, classes of taxpayers; part IV, 
procedure in determination of tax; part V, assessment, payment and collection; 
part VI, penalties and penal provisions; part VII, general topics. The magni- 
tude of the task performed by Doctor Klein and those associated with him can 
be appreciated to some extent by regarding the seventeen hundred and fifty-two 
pages of the book, and the appendices, indexes and citations contained in 
some six hundred additional pages. The volume is not large nor unwieldy, 
and it is worthy of note that so many pages can be compressed into a volume 


of ordinary size. 
STEPHEN G. Rusk. 


AUDITORS’ REPORTS AND WORKING PAPERS, by DeWitt Car 
EGGLESTON. John Wiley & Sons, Inc., New York. 305 pages. 

Auditors’ Reports and Working Papers is a companion volume to Professor 
Eggleston’s Auditing Theory and Practice and illustrates by means of concrete 
cases the various theories and methods set forth in the latter. Part 1 contains 
full working papers and reports in five sets covering book publishers, cotton- 
goods converters, investors, stock brokers and manufacturers. Each set is 
prefaced by a few comments explaining the special features in auditing that 
particular kind of business, and is followed by the requisite working papers, 
audit programme, statements, income-tax return, etc. The author follows 
generally accepted standards. 

Part 2 contains illustrative reports without working papers. These deal 
with department stores, mining companies, manufacturing company, public 
utilities and public-service company (railroad). The main idea in this part is to 
impress on the student’s mind the important points that should be emphasized 
in a report. Review questions follow each report. 
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Two problems without answers are given at the close of each part for the pur- 
pose of testing the student’s grasp of the subject. A good index closes the book. 
An excellent manual for the student, it is also a handy guide for the young 
practitioner to consult as his practice widens. The field of auditing is pretty 
well covered, though perhaps it may be regretted that the author did not in- 
clude the automotive and moving-picture industries. There are peculiar fea- 
tures in the selling end of these which need attention and standardizing. 
W. H. Lawton. 
MARGINS, EXPENSES AND PROFITS IN RETAIL HARDWARE 
STORES, by Horace Secrist and J. A. Forse. A. W. Shaw Co., 
Chicago. 174 pages. 





The authors of Margins, Expenses and Profits in Retail Hardware Stores have 
undertaken a task of considerable magnitude and have dealt with it in a manner 
which might be put down as a model of organized thought and mathematical 
reasoning. Their object was to ‘define as accurately as possible, with the 
data available, the effects of variable volumes of business and differences in 
location upon the conditions and results of retail-hardware-store operation.” 
In order to do this they made a study of the margins, expenses and profits of 
437 nationally distributed stores for the three years 1923, 1924 and 1925, both 
individually and collectively, and it is the result of this study which is sum- 
marized in the volume under discussion. 

The whole book is admirably planned. It is subdivided into two sections. 
Part I summarizes and classifies the data obtained in order to show the manner 
in which (a) city size, and (b) volume of sales, treated independently, affect 
margins, expenses and profits. Part II then proceeds to utilize the original 
data obtained and the further information developed in part I in establishing 
definite relations between profits (as representing the difference between mar- 
gins and expenses) and volume of sales and city size considered simultaneously. 

As an academic study the subject has been perfectly handled and there is 
evidence of meticulous care and attention to detail throughout. One is com- 
pelled to wonder, however, whether any considerable market can be found for 
a volume of this type outside scholastic spheres. The results obtained and the 
conclusions are undoubtedly of great value, but do not occupy more than a 
small section of the book, the greater part of which is devoted to a description 
of the mathematical and analytical technique through the exercise of which 
they have been achieved. 

This book should be of value to public accountants specializing in retail- 
store work or to accountants employed by stores of this type, but it could 
hardly be recommended as one that should find its way into the library of 
every public accountant. 

HAROLD R. CAFFYN. 


ACCOUNTING AND FINANCE, by Leon E. BrowneLt. John Wiley & 
Sons, Inc., New York. 244 pages. 

In the face of an almost overwhelming avalanche of books on the subject of 

accounting principles, Accounting and Finance, the latest addition to the 

Wiley Accounting Series, H. T. Scovill, editor, is welcome. With present 
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emphasis apparently being laid on everything except practice, it is indeed en- 
couraging to be permitted to review a book containing the earmarks of having 
been written by one who not only knows what is common-sense practice (the 
author is an officer of the Savage Arms Corporation), but has the courage of 
his convictions. Of course, no book ever written has been free from some 
criticism, even of a deserved type, yet the reviewer is certain that, with its 
possible few shortcomings, this book will stand the acid test of use. 

The preface states that ‘‘ while this work has not been written solely for the 
beginner, its principal claim for a place among the many splendid texts already 
published is its presentation of working methods and technique.”’ The re- 
viewer, however, can not classify this text exactly as a beginner’s book, even 
though much in the first eleven chapters reflects the approach of a basic text. 
Probably it will be found most useful by those who, having a fair understanding 
of practical bookkeeping mechanics, desire more light rather than a course in 
argumentation. 

Mr. Brownell’s style, crisp and terse, is highly acceptable, except that un- 
doubtedly the addition of, say, fifty pages more of text matter (there are only 
192 pages of text matter) to hold a little more explanation and elaboration 
would be exceedingly desirable to the average interested person—who is not 
trained in the psycho-analytic process of presenting facts of a financial nature 
Nevertheless, such brevity may be excused on the ground that it is the error 
of one who knows and who daily is required to meet situations, rather than that 
of one who through argument attempts to gain support for a view plausible 
but impracticable. Good judgment was evident on the part of the publishers 
in taking such a book for publication instead of first requiring that it be re- 
vamped to contain at least a minimum of 100,000 words. 

Of the nineteen chapters, underbtedly the most interesting are those con- 
cerned with corporations—from chapter twelve to the end of the book. Many 
useful ideas seldom seen are therein included. There are fifty pages of prob- 
lems sprinkled through the book at the end of the various chapters—128 
problems in all. The index, however, is subject to severe criticism, being 
only two pages in length; yet, since most book indices are practically useless 
except as space fillers, this index is no worse than the usual run. 

The text matter starts out with the usual statement approach, passes to an 
explanation of assets and liabilities, and then to the double-entry recording, 
adjusting and closing procedures, this being followed by about two chapters 
on statements. Following this, special matters receive comment in relation 
to partnerships and corporations, approximately one hundred pages being 
devoted to corporations alone. The reviewer believes that chapter seven 
should be brought in ahead of chapter six—that a discussion of the work sheet 
should precede the discussion on closing. 

The illustrative entries submitted carry no explanations nor any indication 
that explanations should be utilized; this is to be regretted if for no other reason 
than that it is apt to lead to a false notion that explanations are unnecessary. 
It seems to the reviewer that carefully framed explanations are indicative of 
a good accountant. 

Not in excess of a half-dozen errors in spelling and punctuation were noticed. 

Every book offers occasion for a difference of opinion on matters of theory. 
Yet since this is a review, not an article on the theory of accounts; since ac- 


394 























Book Reviews 








counting science just now seems to need plenty of support from those with a 
sane and practical viewpoint, and since the points to which personal objection 
is made are not of major import (real estate, for example, is used in the balance- 
sheets for land and buildings), it is perhaps best not to mention them. 

Although there is nothing radically new in this book, it is a good little 
volume, deserving of favorable, rather than unfavorable, comment. 

GEORGE E. BENNETT. 
ELEMENTARY ACCOUNTING, by FRANK HATCH StrREIGHTOFF. Harper 
& Bros., New York. 501 pages. 

Elementary Accounting is a textbook, unique in that neither author nor pub- 
lisher suggests that it would serve admirably also as a business reference book. 
A book such as this is a delight to a reviewer. He need have no thought of 
condemning by scant praise on the one hand, or fear of exaggerating by ex- 
travagant commendation on the other. 

Accounting is presented here as a part of the dynamics of business life. The 
author fascinates by going from the known to the unknown as smoothly as 
Alice in Wonderland. The unknown here consists of the vast fund of informa- 
tion on the way business is done which is given with the discussion on accounting, 
but it is so well written that the reader is not conscious of any deviation from 
the straight accounting presentation. The book is not cluttered up with 
extraneous materials, neither are any chapters inserted for padding, yet chap- 
ters are well outlined and summarized, greatly to the aid of the learner. Itisa 
complete course in the fundamentals of accounting (as the author sees the 
scope of these fundamentals) with abundant exercises, review questions and a 
practice set—and it is nothing more. The style is bell-like—sharp, clear and 
simple. The reader should not be troubled with the presentation. 

The author approaches the subject through the trading statement. Trading 
is promptly and clearly connected with the balance-sheet and with the state- 
ment of profit and loss. No attempt is made to exhaust all the subjects pre- 
sented. In discussing partnership, for example, no mention is made of sale of 
an interest and admission of a new partner, or of serial distribution of assets 
on liquidation. The discussion on depreciation, however, is remarkably clear 
and complete for an elementary text. Among the chapters which serve to 
give a full rounded picture of the subject to the learner who does not intend 
to continue accounting study are those on the factory ledger, bonds, the sinking 
fund, investments, interpreting financial statements, mechanical aids and design- 
ing sets of books. 

It is evident that the author has focused attention for a long period of 
time on the development of a text which shall impart a maximum of ac- 
counting knowledge with a minimum of well directed effort—and that he has 
succeeded. The publishers are to be congratulated on the excellent way the 
book is printed and bound. After working with some recent books in the field 
the reviewer can not refrain from expressing appreciation of the excellent book- 
making of this text. 

CHARLES A. GLOVER. 
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